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Foreword N ee 


The Commission's position is that retirement income provision is 
primarily an individual responsibility. It sees the role of government 
to be threefold: 


1. to provide a minimum adequate income in retirement for 
everyone; 


2. to provide a social scheme for replacement of pre-retirement 
income in retirement at low levels of income; 


3. to provide incentives for the individual to make his or her own 
arrangements for retirement income. 


The Canada Pension Plan is the method by which government up to 
now, has sought to carry out the second of these roles. After extensive 
study the Commission is satisfied that the plan, although the subject of 
much criticism in recent years, should continue to play a large part in 
the social security design. 


The Commission makes a number of recommendations on the course the 
Government of Ontario should follow to secure the future operation of 
the CPP. While the full discussion warrants a separate volume of the 
report, this is not to suggest that the CPP recommendations should be 
considered in isolation. The mandatory plan (PURS) recommended in an 
earlier part of the report is to be seen as a key component for an 
effective soclal security scheme. Sihe Canada Pension Blan’ 1s’ only one 
piece, albeit an important one, in the mosaic of Design for Retirement. 


How much government can do in fulfilling its various roles will be 
governed by cost and social priorities. We have attempted an assessment 
of the future cost of all social security aspects, encompassing Old Age 
Security with its Guaranteed Income Supplement and Spouse's Allowance, 
GAINS, and the Canada Pension Plan. Only by looking at potential over- 
all cost can we judge whether more can and should be done to provide 
income in retirement through government means. 


Donna J. Haley, Q.C. 
Chairman 
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Introduction 


Typical of public concerns are the following comments from "Canada 
Pension dues will have to increase," by Dian Cohen, in the Montreal 
Star, November 20, 1977: 


",....ethe Canadian Pension Plan will run out of money long before 
today's 'prime age workers' reach retirement age." 


",..-Right now, there is one retired person for every seven working 
people. Fifty years from now, there will be more than two retired 
people for every seven working people. This means that even if 
there is no increase in the average income of the retired, the 
pension burden must more than double." 


",..eeBut those reserves now fall far below actuarial standards that 
would ensure that every retired Canadian worker gets a retirement 
income." 


",...Not only is a lot of this pension money (from the CPP) being 
invested at substandard rates, there are suggestions that it 
isn't being invested at all, but is being used to pay for current 
expenses." 


",.e-1t's interesting that the push nowadays for an end to manda- 
tory retirement coincides with an increasingly wide recognition 
that retirement money is running out." 


These same problems are described in more sophisticated terms by 
Laurence Coward, Vice-President of William M. Mercer Limited: 


"The current arrangement became a cause for concern for several 
reasons. First the projections in the actuarial reports on the 
Canada Pension Plan showed that the benefit outgo would increase 
much faster than the contribution income. Thus, according to the 
1973 actuarial report, the benefit payments from the Canada Pension 
Plan would first exceed the contribution income in 1982. Further, 


unless the plan were amended by law the benefit outgo would exceed 
the contributions plus interest on the investments in 1988. At 
this point the fund would begin to decrease and the fund would be 
totally exhausted by the year 1999. Although similar projections 
were made when the Canada Pension Plan was started and it was well 
understood that contributions would have to be raised at some time, 
the projections showed that the time for action was near. 


"During the early 1970s the position of many employer pension 
plans deteriorated. Salaries and wages rose fast in an attempt to 
keep up with inflation. Pension costs and liabilities rose in 
sympathy with earnings and, at the same time, the market value of 
pension fund assets fell. Substantial deficits were shown in 
many actuarial valuations. Under the Pension Benefits Acts such 
"experience deficiencies' normally have to be made up by special 
payments within five years from the valuation date. Some employers 
had difficulty in meeting the extra payments required and there 
was much discussion of the supposed 'crisis in pensions.' Scare 
stories appeared in the news media and many people came to believe 
that all pension plans were in trouble, including private sector 
plans, plans for government employees and social security plans. 


"In 1972 and 1973 the Government of Canada, in response to growing 
inflation, added cost of living indexing to nearly all of the pro- 
grams for which it was responsible. Full adjustments for increases 
in the CPI were added to Old Age Security, Canada Pension Plan, 
Unemployment Insurance and pensions for federal public servants. 
The very high potential cost of this unlimited indexing gradually 
became apparent. 


"Attention was also focused on demographic trends. The changing 
age distribution was clearly seen in the large number of young 
people trying to enter the labour force at a time of serious unem- 
ployment, while school enrolment fell drastically leaving a surplus 
Of schools and teachers. The post-war "baby boom' was a remarkable 
phenomenon. In the 1950s fertility rates reached a level that had 
not been known for many decades. In the period 1945 to 1965 about 
1-1/2 million children were born in Canada over and above what 
might be considered normal, although of course opinions may differ 
as to how the norm should be defined. During the 1960s the birth 
rate fell steadily and in recent years has been exceptionally 
low. In fact the current birth rate is below replacement level so 


that if it continued indefinitely it would result in a falling 
population. 


"Concern was expressed that, when people born in the 'baby boom' 
years retired after 2015, the burden on the working population 
would then be so great that the government might renege on its 
promises and cut back on CPP benefits. For these reasons a belief 
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grew that the Canada Pension Plan was unsoundly financed and that a 
much larger fund should be built up from increased contributions. 


"To sum up, serious misgivings as to the soundness of the Canadian 
pension system arose as a result of the need to raise CPP contribu- 
tions in the 1980s, the deficits in employer pension plans caused 
by inflation, the high cost of indexing pensions and the baby 
boom." (1) 


All of these concerns, whether expressed in popular terms or in the 
language of the pension industry, continue today with different facets 
coming to the fore as more reports are received on declining population 
trends, unemployment, and increasing inflation. 


At the same time that it became clear that decisions on the future 
of the Canada Pension Plan (CPP) would have to be made soon, the Treas- 
urer of Ontario called for consideration of a scheme for funding the CPP 
along the lines required for enployment pension plans.(2) As well as 
reducing the intergenerational subsidy problem it was suggested that the 
funding of the CPP on more or less conventional lines would generate a 
very large capital pool which, if invested in productive enterprises, 
would stimulate the economy, create jobs, and raise the standard of 
Living’ 


There is disagreement on whether the Canada Pension Plan is the 
proper place to raise money for Canada's capital needs. There is also 
doubt whether provincial governments would invest the capital generated 
by the CPP in productive enterprises or treat it as general revenue. 
Some argue that the experience over the years since the commencement of 
the CPP suggests that the funds already accumulated have not been wisely 
used by the provinces and that capital investment has not been raised 
Significantly or has actually been impaired. 


Full funding of the CPP has implications for both contribution 
levels and fund size which have been attacked by those favouring the 
continuance of a basic pay-as-you-go approach. The arguments run along 
the following lines: 


- To provide for a larger fund would, of course, mean increasing 
contributions from employers and workers even more than they 
would have to be increased under present arrangements. Such 
increased contributions constitute a regressive tax, bearing most 
heavily on low-income workers and less heavily on those who earn 
more than the Year's Maximum Pensionable Earnings (YMPE).(3) 
Such a tax would tend to depress the economy at a time when, 
according to many experts, stimulation is needed. Further, other 
forms of saving might be reduced because of the forced saving in 
the Canada Pension Plan. 
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- Stronger funding of the CPP would aggravate the problems of 
managing the fund. If such a fund were invested entirely in 
government securities would the money so invested ultimately be 
used to maximize the productive capacity of the country? If 
billions of dollars of CPP funds were invested in marketable 
securities, the transactions of CPP fund managers would tend 
to doninate the stock and bond markets. Investment responsi- 
bility would have to be divided among a considerable number 
of investment managers if the market were to operate at all 
nomally after such a vast influx of funds. Difficult questions 
concerning the ownership and control of business enterprises and 
the competitiveness and efficiency of the security markets would 
have to be answered. 


The high level of public awareness of the Canada Pension Plan 
underlines the need to examine all these concerns in depth. It is 
important that the public have confidence in a public pension scheme 
which for many will be the only source of employment-related retirement 
income. It is even more important that public confidence be placed 
only in a sound and efficient vehicle. The Commission therefore has 
undertaken extensive projections in order to establish a factual base 
from which each of the concerns can be explored. Not all will agree 
with the Commission's conclusions drawn from facts, but all of the data 
are available for careful study. Selected tables from the Commission's 
projections are published in several appendices in this volume. The 
complete computer runs fron which the tables were constructed have been 
filed with the Ontario Archivist and are available for study. It is 
time that statements about the Canada Pension Plan were based on a full 
understanding of the nature of its problems and with just consideration 
of the long-run consequences of any solutions that may be considered in 
the next few years. 
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NOTES 


(1) Laurence E. Coward, draft paper prepared for the Royal Commission 
on funding of the Canada Pension Plan. 


(2) Ministry of Treasury, Economics, and Intergovernmental Affairs, 
"Review of Issues in Financing the Canada Pension Plan," 
April 1976. 


(3) For an explanation of "Year's Maximum Pensionable Earnings" and 
other technical terms in the text see the Glossary, Volume III. 
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Chapter 1 


History of the Canada Pension Plan 


THE BACKGROUND 


"My ministers have undertaken to establish a comprehensive system 
of contributory pensions. The new pensions will be co-ordinated 
with the existing provisions for old-age security, for the purpose 
of enabling all Canadians to retire in security and with dignity. 
While the arrangements required for this great advance in the 
social security of our people are necessarily complex, the legis- 
lation submitted to you will be designed to make the new pension 
plan operative as soon as possible."(1) 


These words on May 16, 1963 marked the first parliamentary appear- 
ance of what was to be the Canada Pension Plan, although it was by no 
means the first indication of federal government involvement in the 
retirement pension field. The federal election campaign of 1957 had 
seen the matter of contributory pensions raised, with the U.S. Social 
Security program cited as a model.(2) Canada was not alone in looking 
at the concept of a publicly supported earnings-related plan as an 
extension of the existing flat rate (OAS) benefit and, as in the past, 
the impetus for reform was not confined to this country. At the end of 
World War I the subject of old age pensions had appeared in the Labour 
Convention that became part of the Treaty of Versailles, and reflected 
views held in Europe and North America that social reform should be a 
priority in the postwar years. Canada's means-tested Old Age Pension 
came into being in 1927. Similarly, growing opposition to the means 
test after the Second World War led to the development of universal, 
flat-rate plans in a number of countries, with Canada's Old Age Security 
program being introduced in 1951. Later, as Kenneth Bryden relates in 
his book on old age pensions: 


",..just as differing interests in opposition to the means test had 
converged in the late 1940s, so now those primarily concerned 
with controlling costs and those whose main motive was to improve 
benefits began to find common ground in advocating a contributory 
plan. It is worth noting that similar pressures were operating 
in other countries where the pension was on a flat-rate basis. 
Both the United Kingdom and Sweden, for example, superimposed 
contributory earnings-related pensions on their plans in 1959."(3) 


Clark Inquiry, 1958 


By that time, Canada had taken a step in the same direction. 
In 1958 the Government of Canada commissioned Professor R.M. Clark 
to prepare a comparative study of the Canadian Old Age Security plan 
and the U.S. Social Security plan, on the stated assumption that the 
latter provided superior benefits.(4) The Clark report, presented the 
following year, made no recommendations, but provided: 


",..a comprehensive analysis of both public and private provision 
of pensions in the two countries and...a presentation of arguments 
for and against universal and contributory pensions. His exposi- 
tion of how the U.S. system actually worked made it hard to escape 
the conclusion that it was not transferable to Canada. Nor was it 
by any means crystal clear, as Conservative speeches and even 
the terms of reference had assumed, that old age pensioners were 
treated more generously on the whole in the United States than in 
Canada."(5) 


What did result from the study, however, was the government's 
decision that survivor and disability benefits ought to be an integral 
part of any earnings-related plan. To this end the Prime Minister, in 
January 1962, sought the agreement of the provinces on an amendment to 
Section 94A of the British North America Act (added in 1951 to allow 
Parliament to enact old age pensions) to permit survivor and disability 
benefits to be paid by the federal government. Nine provinces agreed(6) 
but Quebec refused assent in January 1963, and the proposal languished 
when the federal government was defeated in the election of April that 
year. 


Ontario's Initiative, 1962 


An important parallel development was the introduction, in April 
1962, of a draft Pension Benefits Act in Ontario "for study and discus- 
Sion only." Included in the bill were standards for vesting, funding, 
and portability of employment pensions; and, as a move toward broader 
coverage, pension plans were to be mandatory for employers with 15 or 
more employees. The same concerns about lack of coverage, solvency, and 
portability in employment plans that led successive federal govern- 
ments to consider earnings-related plans(7) were reflected in Ontario's 
innovation, a provincially-portable plan with minimum benefits and 


conditions. The Pension Benefits Act(8) was again introduced in March 
1963 and passed by the legislature on April 26. At the same time, 
pension reform was being proposed in the province of Quebec, where a 
change in government in 1960 had been followed by a legislative program 
which emphasized on the one hand social policy changes and on the other, 
a desire for provincial autonomy in such matters. 


THE DEBATE 


In light of these provincial initiatives, it is understandable 
that contributory pensions were prominent in the 1963 federal election 
campaign; the Liberal, Conservative, and New Democratic parties were all 
committed to the principle.(9) Following the election, the matter of a 
contributory earnings-related plan became a priority in the "sixty days 
of decision" promised by the incoming government. As we have seen, the 
Speech from the Throne included a reference to "a comprehensive system 
of contributory pensions." A resolution was introduced in the House of 
Commons on June 21, 1963 and agreed to; and this was followed by the 
tabling of a White Paper on the subject, July 18. Meanwhile, the text 
of the resolution had, been forwarded to the premiers with a suggestion 
for an early federal-provincial conference. Here it should be noted 
that the emerging Canada Pension Plan was being discussed against a 
backdrop of negotiations on direct federal loans to municipalities, 
youth allowances, student loans, and fiscal transfers; aS a consequence, 
jurisdictional arguments were very much to the fore. The ultimate 
ceding of provincial jurisdiction to Parliament in order to establish 
the CPP could be attained only at the expense of significant changes in 
the original proposal - including some which could be said to improve 
rather than dilute the plan provisions. 


Proposed OAS Increase 
The June 21 resolution included the following provisions: 


",..for the payment of an additional pension of ten dollars a month 
to all persons to whom a pension may be paid under the Old Age 
Security Act; for the adjustment of pensions payable under the Old 
Age Security Act to co-ordinate such pensions with the new plan." 
(10) 


The purpose of this measure, raising the OAS amount to $75 per month, 
was to compensate persons too old to benefit from the new Canada Pension 
Plan. Under the pay-as-you-go method of financing, contributions of CPP 
members would pay for the increased universal benefit; this meant an 
even more direct intergeneration subsidy than that which finally emerged 
in the structure of the plan. In addition, since reduced CPP benefits 
were to be available for retirement between ages 65 and 70, the same 
provision was extended to Old Age Security pensions, which were expected 
to range from $75 per month at age 70 down to $51 at age 65. 


OAS Increased Independently 


As the debate proceeded, and it became evident that completion 
of the Canada Pension Plan involved a more protracted process than 
originally envisaged, pressure grew for a separation of the $10 OAS 
increase from formulation of the contributory scheme. Consequently, the 
government introduced a resolution on September 30, 1963, increasing the 
OAS benefit to $75 per month and at the same time increasing from 3 per 
cent to 4 per cent the Old Age Security tax on personal incomes. The 
measure became effective on October 1. At the same time certain related 
programs were improved, as Bryden notes: 


"The Old Age Assistance, Blind Persons, and Disabled Persons Acts 
were also amended to raise to $75 a month the maximum means-test 
pensions in which the federal government would share, with corres- 
ponding increases in maximum allowable income....Seven provinces 
and the Yukon made these increases effective from December 1, 1963, 
and Newfoundland, Prince Edward Island, Quebec, and the Northwest 
Territories from April 1, 1964."(11) 


In place of a reduction in benefits for earlier retirement, the 
age of eligibility for OAS would be reduced to 65 one year at a time, 
beginning in 1966. As further compensation for those already retired 
and unable to benefit from the new earnings-related plan the Guaranteed 
Income Supplement was introduced in 1967. A discussion of the devel- 
opment of OAS and GIS since the mid-1960s may be found in Volume I, 
Chapter 3. 


CPP Proposals - Basic Features 


The major provisions of the initial White Paper, the two federal 
acts and the Quebec proposal and the provisions in force in 1979 are 
compared in the chart at the end of this chapter. ‘To be discussed here 
is the philosophy underlying the original provisions, and how it evolved 
to arrive at the design that was finally adopted in 1965. From the 
beginning the government declared its openness to suggested 
improvements: 


",..the contributory plan to which this government has bound itself 
is inflexible only in its main purpose. The government will 
therefore welcome from any member any contribution or suggestion 
genuinely designed to improve the legislation, particularly as all 
other parties have already committed themselves to the principle 
and idea of contributory pensions"(12) 


The "main purpose" was defined in terms of certain widely accepted 
principles: 


"Each party has gone on record, reflecting the generally held 
feeling in this country, that such a scheme must be comprehensive 


so that it applies to the widest possible group of Canadians, and 
it must be as inexpensive as possible while returning an adequate 
pension to the individual. It must be truly portable..."(13) 


In brief, the program outlined in the summer of 1963 contained the 
following features: 


- compulsory coverage for paid employees but voluntary for the 
self-employed since the latter would be contributing at twice 
the rate; the Armed forces and RCMP were to be excluded. 


- funding would be on a pay-as-you-go basis. "It is possible...to 
construct a scheme which...is completely funded; but this would 
put in the hands of the state tremendous sums of money which 
would be withdrawn or used for other purposes."(14) 


- contributions would be 2 per cent of earnings, split between 
employee and employer in the case of those employed, up to 
a ceiling of $4,000. “Average earnings in the country are 
approximately $4000 per year, and for this reason this figure 
has been chosen as the starting level."(15) 


—- pensions would be payable in full at age 70, or on a permanently 
reduced basis as early as age 65. 


- there would be a transition period of 10 years before pensions 
reached their full rate, to allow existing employer-sponsored 
plans to adjust to the new program. 


- after the transition period benefits would amount to 30 per cent 
of pensionable earnings at age 70, scaling down to 20 per cent 
at age 65. 


- some years of low earnings could be dropped from the calculation 
of pensions, and contributions after age 65 could be substituted 
for prior low-earnings periods. 


- earnings ceilings would be adjusted "with changes in the general 
level of wages and salaries". (16) 


- surviving spouse benefits would be provided, without discrimina- 
tion on the basis of sex, after age 65. 


During the debate, the Minister of National Health and Welfare 
outlined some uncovered areas that might be dealt with: 


"...ideally there would be provision in it for benefits to be paid 
at least to three classes of persons not now covered. There would 
be widows with dependent children; those contributors who, because 
they become disabled before reaching the age of 65 and no longer 


have regular earnings are now covered only by assistance programs, 
and orphans of contributors."(17) 


The minister noted that a constitutional amendment would be 
required to permit such changes, but gave no indication that the govern- 
ment intended to seek such an amendment. 


The question of the method of funding drew criticism from the New 
Democratic Party: 


"The way the government's plan is worked out, with all its sophis- 
try about leaving large areas to private plans and individual 
choice, means that large amounts of the people's savings will still 
be in private hands, in the hands of the insurance companies to be 
used for investment in ways in which they think fit rather than the 
people deciding through their government on how they should best be 
used."(18) 


For the most part, though, formulation of the plan was a matter for 
federal-provincial rather than parliamentary debates. 


Issues in Public Controversy 


The federal-provincial conference of September 9 and 10, 1963, ap- 
pointed a technical committee to find common ground between the proposed 
CPP and Ontario's mandated plan. By that time it was assumed that the 
federal proposals would have to be revised. Questions in the House of 
Commons elicited little information about the government's intention to 
proceed during the current session. In the meantime the public debate 
was escalating. At the end of July, the Great West Life Assurance 
Company had distributed a pamphlet, "Let's Raise a Storm," based on a 
speech of the president, which sought to prevent implementation of the 
proposed plan. In late October the Minister of National Health and 
Welfare advised Parliament that 


"We in my department have taken a box score....letters from indi- 
viduals have run three to one in favour of the Canada pension plan. 
However, I must confess that from organizations such as insurance 
companies and trust companies almost the opposite ratio has been 
true."(19) 


However she also noted that 
"..ea well known actuarial firm in its monthly newsletter referred 
in glowing tones to the government's actuarial report, and it is a 
fact that not one solitary voice in this country has demonstrated 
in any way or even attempted to attack the actuarial basis of the 
pension plan as being incorrect or fraudulent."(20) 


The combined efforts of the insurance and trust companies and the 
Chamber of Commerce elicited a counter-campaign in favour of the Canada 
Pension Plan by the Canadian Labour Congress. Bryden comments that: 
"the campaign undoubtedly helped to offset the insurance industry's 
efforts....By the time of the joint committee's hearings, even the 
Chamber of Commerce appeared ready to acquiesce in the inevitable."(21) 


Throughout the autumn of 1963 various plan design options were 
being discussed, although policy direction remained generally consistent 
with the outline presented to Parliament during the summer. For exam- 
ple, the leader of the New Democratic Party asked on December 5 about an 
alleged federal offer to return half the funds to the provinces; the 
Prime Minister replied that it was not an offer but merely one of a 
number Of methods of dividing the surplus in a contingency fund; it was 
Still not intended that the plan be funded.(22) And on December 14 
the Leader of the Opposition asked about a report emanating from the 
federal-provincial conference to the effect that Quebec was proposing a 
4 per cent rather than a 2 per cent contribution rate as the price 
of its consent to a constitutional amendment. The Prime Minister 
answered that Quebec had not proposed 4 per cent for the Canada Pension 
Plan although that rate was suggested for Quebec's own plan; and since 
Survivor benefits for persons under age 65 were not yet included, no 
constitutional amendment was needed.(23) However, on January 1l, 1964 
the Prime Minister wrote to the provincial premiers to outline a revised 
proposal that had resulted from their discussions. The Speech from the 
Throne opening the second session, February 18, included the following 
passage: 


"A measure will be placed before you to establish a comprehensive 
system of contributory pensions."(24) 


Revised Proposals, 1964 


Details of the revised plan were provided by the Prime Minister on 
February 20, 1964 during the Throne Speech Debate. The principal change 
was the federal government's acceptance of a higher earnings ceiling, 
resulting in an initial fund that would be available for provincial 
investment, coupled with a scaled-down benefit level so that pensions 
could be taken between ages 65 and 70 at a reduced rate - 20 rather 
than 25 per cent of average pensionable earnings. While the Prime 
Minister allowed that "our consultations with the provinces have led us 
to accept this revision as a reasonable one,"(25) on the basis that too 
high benefits over a short transition period might induce people to 
leave their private plans, he conceded that they were "less impressed" 
by criticisms of the Premier of Ontario that hinged on the 10-year 
transition period. Ontario was arguing for a longer transition before 
benefits became payable at their full rate, on the grounds that it would 
cause less disruption to the terms and provisions of existing plans. 
Quebec, for similar reasons, was also interested in a longer period - 20 
years - in the case of its own plan. The Prime Minister commented: 


"It is an important consideration, and I do not underestimate its 
importance. But it is also important that only about 30 per cent 
of the Canadians now at work are beneficiaries under existing 
plans. The urgent social need is surely to provide for the other 
70 per cent, who are not now covered."(26) 


In the end the federal government's view prevailed and a 10-year 
transition period was adopted for both the Canada and Quebec plans. 
Saskatchewan, meanwhile, had argued against the cut-back in benefits. 


At the same time the matter of coverage was receiving attention; 
some bodies, prominent among them the Canadian Federation of Agricul- 
ture, were suggesting that the self-employed also ought to be included 
on a compulsory basis to ensure that they would have pension benefits to 
look forward to in old age. In the long term, this viewpoint prevailed, 
and the act that received Royal Assent not only mandated coverage for 
both paid employees and the self-employed but, as the result of an 
amendment at committee stage also included the RCMP and Armed Forces, 
hitherto excluded. 


Bill C-75 and Provincial Response 


The introduction of Bill C-75 on March 17, 1964 led straight into 
the debate on the revised proposal. Apart from the lower benefit level 
and higher earnings ceiling that resulted in a surplus available for 
provincial investment (particularly since the $10 per month increase in 
the flat-rate Old Age Security would not have to come from the CPP con- 
tributions), and a suggested dropout provision of 10 per cent of low- 
earnings months, there was little essential change from the proposals of 
the previous summer. However, two weeks later at the federal-provincial 
conference in Quebec City, the whole matter was put in doubt when Quebec 
outlined proposals for its own plan: 


"The effect was electric. To most of the other provinces, Quebec's 
formulation seemed far superior to that of the federal government 
--»eQuebec's plan made extensive provision for survivor, death, 
and disability benefits....Beyond providing these additional 
benefits, the Quebec formulation also provided higher maximum old 
age benefits than Ottawa's, less regressivity in the contribution 
structure, and substantially greater funding. The last feature 
attracted particular attention among the other provinces."(27) 


When the conference ended on April 2 a major rift existed between 
the governments of Canada and Quebec largely on the basis of fiscal 
arrangements rather than the proposed pension plan, although Ontario 
announced its intention of looking to its own "Standard" pension plan. 
The turmoil was not reflected in the resultant communique, which read in 
part: 


"The federal proposals for the Canada pension plan were further 
discussed. The government of Quebec indicated that its proposed 
plan would be one which could provide portability of benefits with 
the Canada pension plan, and there was general agreement to ensure 
the widest possible pension coverage for Canadians."( 28) 


The apparent change of position by the Ontario Government became 
the subject of much discussion. In answer to many criticisms Premier 
Robarts in a speech on April 8, outlined his concern with the funds 
available to the province for investment if a national plan were intro- 
duced, adding: 


"I have been accused many times of scuttling the Canada Pension 
Plan. I think it is now evident that I have not so intended, nor 
have I so done. I have tried for and fought for the best possible 
pension arrangements for the people of Ontario and at the same time 
have been aware of our responsibility as part of Canada."(29) 


Behind-the-scenes efforts by officials of Quebec and the federal 
government allowed the Prime Minister to announce to provincial premiers 
on April 16, and to Parliament on April 20, that a solution had been 
found to the problems; and the terms of the two proposed plans would be 
dovetailed.(30) Also on April 20 the Premier of Ontario announced to 
the legislature that most of Ontario's concerns had been answered and 
that it was the government's intention to amend the Pension Benefits Act 
to remove Part IV dealing with mandatory plan provisions.(3l) The 
amendment was duly passed on May 7. While there is no reason to assume 
that the two laws would have been incompatible or mutually exclusive, 
they had been widely regarded as such. At the same time, however, the 
Premier appeared to keep open the option of establishing a provincial 
plan parallel to the CPP, as Quebec intended. (32) 


The result of the Canada-Quebec negotiations was a compromise, as 
can be seen from the chart at the end of this chapter. 


- Canada, which had received other representations on the subject 
in any case, agreed to the Quebec proposal that coverage be 
mandatory for self-employed persons, although the RCMP and Armed 
Forces continued to be excluded. 


- Middle ground was reached between the federal proposal for a 
total 2 per cent contribution on all earnings up to $4,500 
and the Quebec proposal of a total 4 per cent contribution on 
earnings between a basic exemption of $1,000 and a maximum of 
$6,000. The solution was a combined 3.6 per cent rate between a 
basic $600 exemption ($800 for the self-employed) and a maximum 
of $5,000. Quebec agreed to allow contributions by persons over 
age 65. 


- The benefit rate arrived at was the 25 per cent proposed by 
Quebec, up from 20 per cent in the federal proposal but halfway 
in the range of 20 per cent to 30 per cent originally proposed 
by Canada. 


- Quebec's more inclusive survivor, death, and disability pro- 
visions were incorporated into the Canada plan, though this 
entailed provision of survivor benefits to disabled widowers 
only, a retreat from the sexual equality embodied in the ori- 
ginal federal proposals. 


- The federal proposal for dropping a set percentage of low- 
earnings months from the benefit calculation was accepted by 
Quebec in place of a sliding scale based on age. 


- The federal proposal had been to escalate the earnings ceiling 
according to an "earnings index"; Quebec had proposed to esca- 
late the earnings ceiling and benefits according to the Consumer 
Price Index with a minimum of 1 per cent and a maximum of 2 per 
cent. The solution was the development of the Pension Index, 
based on the Consumer Price Index, used to escalate benefits 
and (pending development of an Earnings Index) the earning's 
ceiling, starting in 1968 and both subject to the 2 per cent 
annual maximum. 


- Both Canada and Quebec had proposed a retirement and earnings 
test between ages 65 and 70. 


Funding Basis 


The major structural change from the earlier federal proposals 
was in the move from a very low contributory rate under the original 
pay-as-you-go scheme to a rate high enough to create an initial surplus 
for provincial investment. While remaining essentially a pay-as-you-go 
plan, the CPP with its combination of higher contribution rate, higher 
earnings ceiling, lower benefit rate, and removal of the cost of the OAS 
increase now would accumulate an initial fund much larger than had been 
projected in the 1963 proposals. Under Bill C-75 Canada had offered 
one-half of the somewhat increased fund to the provinces for investment; 
Ontario had argued for 90 per cent on the basis that the remaining 10 
per cent would be a fund of the same dimensions as the contingency fund 
under the original proposal. In the result, the federal government 
would hold only "the estimated amount required to pay benefits and 
administrative costs over a three-month period."(33) The remainder 
would be provided to each province in proportion to the contributions 
from that province, and any funds not borrowed by provinces would be 
invested in federal securities. This arrangement was the price of 
provincial participation in a nationally-administered plan. 
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Once accommodation had been reached between the Canada and Quebec 
plans the way was clear for parliamentary examination of the revised 
proposals. On June 18, 1964 Parliament was presented with the text of 
an address to Westminster amending Section 94A of the BNA Act,(34) which 
it approved. On August 10 a white paper was tabled,(35) followed by a 
revised motion introduced by the Minister of National Health and Welfare 
on October 28.(36) With the introduction of Bill C-136 on November 9, 
the debate began. The Bill received second reading on November 18 
and was referred to a Joint Committee of the Commons and the Senate, 
empowered to hear witnesses and receive submissions. 


Amending Formula 


Bill C-136 contained one further provision that had not previously 
been mentioned - an amending formula whereby the federal legislation 
could be amended only with approval of two-thirds of the provinces 
having two-thirds of the affected population and requiring three years' 
notice of changes in contribution rates and benefit levels. The measure 
was incorporated principally at the insistence of Ontario who feared 
that Parliament otherwise might act against the interests of the prov- 
inces. The federal government, anxious to have the plan administered 
nationally, conceded the point; Parliament thereby allowed the provinces 
to exercise control over the legislation.(37) The concession in effect 
gave Ontario a veto since this province has a large enough population to 
deny the two-thirds approval even when all other provinces are agreed. 
Ontario has exercised its veto once, in the matter of the child-rearing 
dropout proposal. (38) The requirement of three years' notice for 
amendments has been waived, up to now, by unanimous consent of the 
provinces. 


While the committee's deliberations lasted until February 1965, 
they produced only minor amendments to the bill as approved in prin- 
ciple. The government, as well as the Committee, proposed some amend- 
ments at the third reading stage, but only in three areas were changes 
incorporated: 


- the RCMP and Armed Forces were included in coverage; 


- provisions for orphans' benefits were extended to the children 
of disabled contributors; 


- the committee had recommended an increase from 10 to 20 per 
cent in the low-earnings months to be dropped from benefit 
calculation. The government amended this to 15 per cent and it 
was approved in this form. (39) 

Passage and Implementation 
On March 29, 1965 Bill C-136 passed third reading and received 


Royal Assent on April 3 at the end of the parliamentary session. Con- 
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tributions began in January, 1966 using as a mechanism for deducting 
and recording earnings the Social Insurance Numbers that had been es- 
tablished for the Unemployment Insurance Commission. As can be seen 
from the record of the debates on CPP, the Social Insurance Numbers 
themselves received more attention than many other CPP provisions. 


The Quebec Pension Plan became effective at the same time as the 
CPP. The first retirement pensions became payable in 1967, survivors' 
benefits in 1968, and disability pensions in 1970. Until 1973 the CPP 
remained unchanged. 


THE RECENT PAST 


The first indication of possible changes in the act came in the 
federal government's White Paper on Income Security at the end of 1970. 
One major proposal was for an increase in the earnings ceiling. (40) 
Because of the 2 per cent maximum escalation in the Pension Index, the 
Year's Maximum Pensionable Earnings (YMPE) figure was rising by only 
$100 per year. Both inflation and the general growth in wages and 
salaries had far outstripped the YMPE, which therefore no longer repre- 
sented average earnings. The White Paper recommended new ceilings of 
$6,300 in 1973, $7,100 in 1974, and $7,800 in 1975; under the existing 
system the 1975 figure would have been only $5,800. Under the amending 
provisions of the CPP no remedy could take effect before 1973. The 
White Paper proposal was however, overtaken by events. 


Unilateral QPP Changes 


Quebec had long argued that the Government of Canada should vacate 
the welfare field in that province, including both universal and income- 
tested pensions. The failure to achieve agreement in matters of social 
security led to the rejection by Quebec of the constitutional amendment 
proposal at the Victoria conference in 1971. At the time Quebec was 
preparing a massive restructuring of social welfare programs in line 
with the Castonguay-Nepveu report on health and social welfare.(41) 
After the meetings in Victoria, Quebec amended the QPP to increase the 
maximum Pension Index escalation from 2 per cent to 3 per cent annually, 
raise the YMPE gradually from $5,600 to $6,300 by 1975, increase the 
flat-rate component for survivor and disability benefits, and liberalize 
the retirement test. From this point on the Canada and Quebec plans 
lacked the parallelism that had resulted from the 1964 compromise. 


In the spring of 1973 the federal government tabled its "Working 
Paper on Social Security in Canada"(42) calling for a federal-provincial 
review of the patchwork quilt of social programs that had developed. In 
a section on the Canada Pension Plan, the working paper asked: 
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"(a) should the ceiling on the escalation of CPP pensions be 


removed or alternatively raised from 2 to 3 per cent as the 
Province of Quebec has done in the Quebec Pension Plan? 


(b) should the year's maximum pensionable earnings...be in- 


creased, either in line with the Quebec increase...or to the 
levels proposed in the Government of Canada's 1970 White 
Paper? 


"For its part the Government of Canada would favour full escalation 
of pension benefits, and the increase of the year's maximum pen- 
Sionable earnings to $7,800 by 1975."(43) 


CPP Amendments, 1973-1974 


Agreement with the provinces was quickly reached on the most urgent 
amendments to be enacted, and the act amending the CPP received Royal 


Assent 
period 
effect 


on December 12, 1973.(44) By unanimous agreement the waiting 
was waived by the provinces so that the provisions could take 
at the beginning of 1974. The following changes were made: 


The 2 per cent ceiling on the Pension Index was removed, allow- 
ing benefits to escalate fully for increases in the Consumer 
Price Index. 


The calculation period for indexing was moved from the year 
ending June 30 to the year ending October 31, thereby making 
benefit adjustments (January of each year) more responsive to 
price increases. 


The YMPE was raised to $6,600 in 1974 and $7,400 in 1975, 
with a corresponding increase in the YBE to $700 ($900 for the 
self-employed). 


The flat-rate benefit component was escalated; 


The Pension Index limitation was removed for survivor and 
disability pensions. 


QPP-CPP Co-ordination 


At this time Quebec agreed to modify its plan in harmony, and 
once again the two plans were on the way to restoring their prior 
parallelism. 


The second stage of the amendments followed a year later, with the 
act receiving Royal Assent on November 27, 1974.(45) This time the 
Major provisions were as follows: 
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- The YMPE was escalated, beginning in 1976, by 12-1/2 per cent 
per annum until it reaches the Industrial Composite of wages and 
salaries; at that time it will be increased in line with that 
measurement. 


- The YBE was lowered from 12 per cent of the YMPE to 10 per cent, 
and the higher minimum for the self-employed was eliminated. 


- The retirement test was removed, making benefits payable between 
65 and 70 without regard to outside earnings. 


- Surviving spouse benefits were made available to men on the same 
basis as they were previously paid to women. 


- Allowance was made for common-law marriages. 


- Members of religious sects were permitted to elect not to 
contribute on self-employment earnings if their religion so 
required. 


In their major thrust, the amendments reflected a society that had 
changed since the inception of the plan: wages had grown more rapidly 
than the YMPE, so that it no longer represented average earnings; women 
had entered the work-force in increasing numbers and were demanding 
equality of treatment in fringe benefits; and the earnings test for 
people retiring at the cammonly accepted retirement age of 65 was no 
longer tolerable. Similar amendments were made to the Quebec Pension 
Plan, except that the retirement test was not removed until 1977. The 
major features of the QPP that differed from the CPP at this juncture 
(and remain today) were the higher flat-rate component of the benefit 
for survivors under 65 and disability pensioners, and a lower benefit 
for dependent children. 


Recent Changes; Child-rearing Dropout Proposal 


A final set of amendments to the legislation received Royal Assent 
on July 14, 1977.(46) Again, the three-year waiting period was waived 
by unanimous consent; but one provision of the legislation has not been 
proclaimed because the required approval by two-thirds of the provinces 
having two-thirds of the affected population was not forthcoming. The 
exception is the child-rearing dropout provision, under which persons 
leaving the labour force to care for their young children could drop 
certain years from the calculation of their eventual benefit. Ontario 
withheld consent, thereby effectively vetoing the measure - although 
British Columbia later reversed its position and voted against the 
proposal. Should Ontario reverse its position, the amendment could 
still take effect. Quebec incorporated a child-rearing dropout provi- 
Sion in its own plan; hence the CPP and OPP at present differ ina 
potentially significant respect. 


14 


Amendments approved by the provinces provided for: splitting of 
pension credits between spouses in the case of termination of marriage; 
a longer period of backdating pension payments in cases of late ap- 
plication; full children's benefits to each child regardless of family 
size (instead of half the regular rate for the fifth and additional 
children. ) 


Changes since the passage of the original Act in 1965, while 
moving the plan forward in line with changing conditions and attitudes, 
have not altered the plan's direction fundamentally. In fact, changes 
between the White Paper in 1963 and the final plan in 1966 were far 
greater than any changes since then. 


Funding: Still an Issue 


In one major aspect -— funding - the CPP has yet to find its ulti- 
mate form. We have seen how the original intention of a pay-as-you-go 
plan with low contributions yielded to provincial pressure for a degree 
of funding as a source of low-cost investment funds. Decisions to be 
PAacCedeine the Next Lew years Centre onethe typevor plan vdesired and the 
mechanism for arriving at it. Some critics of the plan claim that it is 
going bankrupt and that the government is not aware of the problem. For 
example when the Auditor General of Canada made mention in his 1977 
report(47) that the critical year for the CPP fund was approaching, 
there was a wave of anxious comment from the press and the pension 
industry. In fact, however, to foresee a funding "crisis" is to ignore 
the intentions of the framers of CPP, as explained in the original 
debate. 


On more than one occasion the Minister of National Health and 
Welfare stated explicitly that, after some 10 to 20 years of operation, 
the CPP contribution level would have to be revised, regardless of the 
funding method: 


June 18, 1963 - "The relation of benefits to earnings will settle 
out in a way that makes it safe to estimate that for the first 10 
years the contribution rate will not need to be more than 2 per 
cent of earnings."(48) 


March 17, 1964 - "This initial low rate will continue in force for 
15 years, followed by a gradual increase over the years."(49) 


November 16, 1964 - "The combined contribution rate of 3.6 per 
cent...is proposed as a rate that can be expected to finance the 
plan for at least 20 years, without liquidating any of the invest- 
ment reserve that will be built up meantime. All the actuary's 
estimates indicate...that some time after the plan is 20 years 
old there will be a need to reassess its finances. By that time 
experience of the plan will have made possible considerably more 
precise estimates of its costs. The range of population and 
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economic projections is too wide for it to be realistic to try to 
anticipate now what should be decided more than a generation hence. 
The timing of any change will, of course, depend in part on the 
views that are then taken about the desirability of continued 
partial funding and about many other points of economic policy." 
(50) 


During debate on third reading of the bill, the Minister of National 
Revenue stated: 


",..at some stage, say in about 20 years, one may have to face a 
diminishing fund or the alternative of increasing the rates."(51) 


Funding methods have figured in some subsequent discussions between 
the federal and provincial governments; Ontario's position was made 
public on April 1, 1976.(52) To date however, no decision has been 
reached. This Commission's studies on the subject may be found later in 
this volume, with its recommendations for future action. 
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CHRONOLOGY OF HISTORICAL DEVELOPMENT 


February 
1958 
January 17, 
1962 
April 6, 
1962 
March 19; 
1963 

May 16, 
L96e 

May 21, 
1963 
June 21, 
1963 
July 18, 
1963 


qwulyi26,, 27% 
1963 


September 9, 10, 
1963 


Government of Canada commissioned Professor R.M. 
Clark to study the Canadian and U.S. public pension 
systems. 


Prime Minister sought provincial agreement for 
an amendment to Section 94A of the British North 
America Act to allow inclusion of survivor benefits 
in a contributory, wage-related pension plan. 
Quebec withheld approval. 


Pension Benefits Act introduced in Ontario, "for 
study and discussion only." 


"An Act to provide for the extension, improvement 
and solvency of pension plans and for the porta- 
bility of pension benefits" introduced in Ontario. 
Passed April 26, 1963. 


Speech from the Throne, lst Session of the 26th 
Parliament announced "a comprehensive system of 
contributory pensions." 


Premier of Quebec revealed that the province was 
considering legislation similar to Ontario's, on 
portable pensions. 


Minister of National Health and Welfare introduced 
a resolution in the House of Commons on the Canada 
Pension Plan. Motion agreed to. 


Prime Minister wrote to provincial premiers, 
enclosing the resolution and suggesting a federal- 
provincial conference to deal with pensions. 


Minister of National Health and Welfare tabled 
White Paper; debated by Committee of the whole 
House. 


Federal-provincial conference discussed pensions. 


Further federal-provincial conference established a 
technical canmittee to find common ground between 
the proposed Canada Pension Plan and Ontario's 
Pension Benefits Act, which mandated provincially- 
portable pensions for employers with 15 or more 
employees. 
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January ll, 
1964 


February 18, 
1964 


March 11, 
1964 


March 3l- 
PDE 2, 
1964 


April 16, 
1964 


April 20, 
1964 


June 18, 
1964 


August 10 
1964 


October 28, 
1964 


November 9, 
1964 


February 22, 
1965 


March 
1965 


Prime Minister wrote to premiers to outline revised 
proposal. 


Speech from the Throne, Second Session, promised 
legislation "to establish a canprehensive system of 
contributory pensions." Priine Minister outlined 
amended form during Throne Speech debate, February 
20. Ontario expressed some concern with new 
measure. 


Minister of National Health and Welfare reintro- 
duced a motion dealing with the pension plan, and 
debate opened March 17 (Bill C-75). 


Federal-provincial conference in Quebec City, where 
the Quebec government outlined proposals for its 
plan which would be portable with the Canada Pen- 
Sion Plan. 


Prime Minister wrote to premiers to announce that 
it had been possible to reconcile the Canada and 
Quebec plans. 


Prime Minister tabled his letter to the provinces. 


Premier of Ontario announced that most of Mntario's 
concerns had been answered, and his government 
therefore would amend the Pension Benefits Act to 
remove the mandatory pension plan provisions. This 
amendment waS passed on May 7. 


Parliament approved a joint address to Westminster 
to amend Section 94A of the British North America 
Act to allow for the provision of survivors' and 
disability benefits in federal legislation. 


Minister of National Health and Welfare tabled a 
further White Paper on the Canada Pension Plan. 


Amended motion by Minister of National Health and 
Welfare, reflecting discussions with the provinces. 


Bill C-136 introduced. Received second reading on 
November 18; referred to joint committee. 


Debate on third reading of C-136 as amended by the 
joint conmittee. 


Provincial agreement received for constitutional 
amendment. 
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March 29, 
1965 


January 1966 
January 1967 
February 1968 
February 1970 


December 1973 


November 1974 
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Bill C-136 passed; received Royal Assent April 3, 
1965. 


CPP and QPP contributions began. 

First retirement pensions payable. 
First survivors' benefits payable. 
First disability benefits payable. 


Pension Index ceiling removed; benefits would rise 
in January of each year for full increases in the 
Consumer Price Index. YMPE raised to $6,600 for 
1974 and $7,400 for 1975. Increase in flat-rate 
component. 


YMPE for 1976 and later to escalate at 12.5 per 
cent per year until it reaches the Average Indus- 
trial Wage. Basic exemption (YBE) reduced to 
10-pern>cent: of: YMPEStfrom 12 per cent. YBE s&or 
self-employed same as for employees. Retirement 
and earnings test removed: full benefits payable 
from age 65. Sex discrimination in ancillary 
benefits removed: spouses and children of female 
contributors treated the same as those of male 
contributors. Common-law marriage recognized. 
Members of certain religious sects permitted to opt 
out if self-employed. 


Credit splitting upon termination of marriage in- 
troduced. Dropout provision approved but not 
proclaimed. Limitation on orphans' benefit for 
fifth and later children repealed. 
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Chapter 2 


Summary of Plan Features 


Canada Pension Plan benefits are earnings-related, are payable 
as monthly retirement pensions at age 65, and are based on required 
contributions of employees, employers, and the self-employed. Benefits 
are also provided for disabled contributors, surviving spouses, and 
dependent children; and a lump-sum benefit is payable on the death of a 
contributor. All monthly benefits are adjusted annually according to 
increases in the Consumer Price Index. 


Pension credits under the plan are fully portable throughout the 
individual's working life, and are updated to reflect increases in 
general wage and salary levels. 


A CPP contributor retiring in 1979 could receive a pension of up to 
$218.06 a month, depending on average earnings. A disability pensioner 
could receive a maximum of $216.06, and a surviving widow or widower up 
to $134.28. The dependent child of a disabled or deceased contributor 
was entitled to a flat-rate monthly benefit of $52.51. The maximum 
death benefit in 1979 was a one-time payment of $1,170. 


While any province may elect to establish its own earnings-related 
pension plan, only Quebec has done so. ‘Terms of the Canada and Quebec 
plans are similar, however, and full portability between them 1s main- 
tained. Benefits under both plans are payable anywhere in the world. 


Coverage is virtually universal for members of the work-force 
between ages 18 and 65, and extends to those over 65 but under 70 who 
defer their retirement. Generally, all employees, employers, and 
self-employed persons are required to make regular contributions on all 
eligible earnings - through payroll deductions where possible, otherwise 
through the income tax mechanism. (1) 
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Eligible earnings are defined as all income from employment or 
self-employment above a specified minimum and up to a specified maximun. 
For 1979 the basic exemption (YBE) was $1,100 and the earnings maximum 
(YMPE) $11,700, so that a person's eligible earnings could be as high as 
$10,600. Contribution rates (unchanged since the CPP was instituted) 
are 1.8 per cent for employees and an equal amount from their employers, 
and 3.6 per cent for the self-employed. Thus, for individuals with 
earnings at or above the YMPE in 1979, contributions on an annual basis 
amounted to $190.80, or $381.60 if self-employed. 


Portability is ensured through the central recording of all con- 
tributions in individual accounts. In effect, a single contribution 
is sufficient to entitle a person to an eventual retirement benefit. 
Vesting is immediate since no minimum period of service or continuity of 
employment in a particular location or occupation is required. Porta- 
bility is further enhanced through the operation of an updating for- 
mula at the time benefits are calculated, so that pension credits once 
earned retain their value in relation to the rising levels of wages and 
salaries. 


Retirement pensions are equal to 25 per cent of pensionable earn- 
ings (all earnings up to the YMPE, disregarding the basic exemption) av- 
eraged over the number of months the individual could have contributed, 
that is, from January 1966 or the person's 18th birthday if later. 
Before the 25 per cent is applied, however, both earnings and con- 
tributory months are subject to adjustment - first, to restate the 
individuals's earnings in terms of current wage levels, and second, to 
eliminate from averaging certain months of low earnings. 


Pensionable earnings for each month of the person's contributions 
are updated by means of a ratio of the average YMPE for the latest three 
years (including the year the pension is to commence) to the YMPE in 
effect at the time of the contributions. Thus, for example, a person 
whose earnings had been consistently at 75 per cent of the YMPE could 
expect a pension equal to 75 per cent of the maximum benefit in the year 
of retirement. The YMPE, it should be noted, is intended to represent 
an average of industrial earnings. At present it is somewhat lower, and 
for that reason is increased by 12-1/2 per cent annually; eventually it 
will be escalated according to increases in average wages and salaries 
as measured by Statistics Canada (the "Industrial Composite"). (2) 


Contributory months may be adjusted in three ways. First, the 
person's contributory period is automatically reduced by any months 
for which a CPP disability pension was payable. Then contribution 
months before age 65 may be dropped out according to the number of 
contribution months after that age. Finally, the remaining months may 
be reduced by 15 per cent, provided that the balance used in averaging 
must be at least 120 months.(3) This last "dropout" allowance, which 
may be as much as seven years, recognizes as a normal characteristic of 
careers various breaks in work-force activity associated with education, 
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retraining, illnesses, unemployment, and child-bearing. (A specific 
allowance for years of child-rearing has been enacted but not yet pro- 
claimed, as discussed in Chapter 8). 


Transitional aspects of the CPP during its first ten years of 
Operation affected the retirement rights and benefit amounts of many 
members of the present over-65 population. First, the eligibility age 
for retirement originally was 68, reducing to age 65 by 1970. More 
important to the present discussion, however, is the fact that retire- 
ment pensions commencing before 1976 were effectively reduced in all 
cases. Because they were averaged over a minimum of 120 months, no one 
could receive full credit for pensionable earnings until contributions 
had been made for at least 120 months; that point could be reached at 
the earliest by someone who had contributed regularly from January 1966 
through December 1975. Those who chose to take a retirement pension 
during this transition period (or who reached age 70 and had no choice) 
received fractional pensions: one-tenth of the full: amount if one 
year's contributions had been made, five-tenths after five years, and so 
on. No such reduction, however, was applicable to disability, survivor, 
or dependent children's benefits, although these benefits required 
contributions for a minimum of from three to five years, and so were not 
payable in the early years of the plan. The phasing-in of various 
benefits, especially the retirement pension, was complete by January of 
1976; at that time the plan was said to have "matured." 


Surviving spouses' pensions are pertinent to a consideration of 
elderly person's incomes, since many spouses in the present over-65 
population, especially women, will have little or no CPP entitlement in 
their own right. Eligibility for a surviving spouse's pension depends 
on contributions for ten years, or for one-third of the years in which 
contributions could have been made, subject to a minimum of three years. 
The benefit for a survivor between ages 45 and 65 is a flat-rate amount 
($52.51 in 1979) plus 37.5 per cent of the amount of retirement pension 
the contributor would have received if age 65 had been attained. The 
same amount applies while a survivor under age 45 has dependent children 
or is disabled; otherwise there is a reduction of 1/120 for each month 
the survivor was under 45 at the time of the contributor's death. No 
benefit, except for the lump-sum death benefit which applies in any 
case, is payable if the surviving spouse is under age 35 and is neither 
disabled nor has dependent children; but a full benefit may be payable 
in the event of subsequent disability. Each child, while a dependent, 
is entitled to a monthly benefit equal to the flat-rate portion of other 
ancillary benefits: $52.51 in 1979. The maximum monthly pension for a 
surviving spouse under 65 was $134.28 in 1979 (not counting children's 
benefits). 


Survivors aged 65 or over receive a somewhat lower amount, normally 
60 per cent of the deceased person's retirement pension. If the sur- 
vivor has a CPP pension in his or her own right, however, a combined 
pension may be payable up to a total equal to the applicable maximum 
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retirement pension, $218.06 in 1979. Assuming no personal retirement 
pension, the maximum payable in 1979 to a surviving spouse aged 65 and 
over was $130.84. 


Division of pension credits or "credit-splitting" is a relatively 
new feature of the CPP. On termination of a marriage in 1978 and later, 
either spouse may apply within three years for an equal division of CPP 
credits earned by both persons during the period of the marriage. (4) 
The process includes disclosure to both parties of "pensionable earn- 
ings" credited to them before and after the division, and a thirty-day 
period during which the applicant may withdraw if he or she wishes to do 
so. Where such a division is made, one spouse will usually have gained 
a measure of CPP protection for such contingencies as disability, death, 


and retirement. 


Other CPP features include disability pensions and death benefits, 
both described elsewhere. All benefits are treated as income for tax 
purposes, and are considered to be "other income" in determining the 
amount of benefits under income-tested programs - Guaranteed Income 
Supplement, Spouse's Allowance, and GAINS. 


Issues have arisen over some aspects of the benefit features of the 
plan. These are discussed in Chapter 8. 
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Table l 
CPP Statistics 


1. Number of Recipients in Ontario, June 1979 


Retirement benefits 347, luis 
Disability pensions A 
Children's benefits - under 18 14,448 
- 18 and over 3,416 
Lump-sum death benefit 2,042 
Surviving spouse pension 957 276 
Orphan's benefits - under 18 Bho he J) 
- 18 and over 10,668 
Combined pensions 14,384 
Total 568,151 
2. Amount of New Benefits Payable in Ontario, June 1979 
Ontario 
Maximum Average 
Retirement benefits S 218.06 $159.97 
Disability pensions 216.06 182.88 
Children's benefits 52.51 52.51 
Lump-sum death benefit 17/0500 926592 
Surviving spouse pension 134.28 AD2639 
Orphan's benefits D2. 52x: 
Combined pensions 218.06 151562 
3. Benefit Payments in Ontario, June 1979, ($'000) 
Retirement pensions $407'233.3 
Disability pensions 8,444.6 
Children's benefits - under 18 924.9 
- 18 and over 246.7 
Lump-sum death benefits 1,892.8 
Surviving spouse pension 10,945.8 
Orphan's benefits —- under 18 27,097.29 
- 18 and over 656.4 
Combined pensions 2, 150.4 
Total GOI 2. 7 
4. Benefits as Per cent of GNP (Fiscal year ending March 31, 1978) 
Canada - .48 per cent Ontario — .26 per cent 


5. Benefits as Per cent of Federal Expenditures (Fiscal year ending 
March 31, 1978) 


Canada - 2.3 per cent Ontario — 1.3 per cent 
6. Contributions (1978-79) 

Canada - $2.1 billion Ontario — not available 
7. Individual Maximum Contribution (1979) 

Employee — $190.80 Self-employed - $381.60 
8. Earnings Ceiling; Basic Exemption (1979) 

YMPE — $11,700 YBE - $1,100 


Source Canada Pension Plan, Statistical Bulletin, Special Edition 1979; 
additional data from Department of National Health and Welfare, 


Department of Finance. 
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NOTES 


(1) 


(2) 


(4) 


Certain individuals may be excluded because of religious 
convictions against joining such a plan. They may rejoin after 
opting out, but once back in the option to leave again is no longer 
applicable. 


Based on data provided by Statistics Canada: monthly averages of 
weekly industrial composite wages and salaries, 1978 (including 
preliminary figures for November and December). Average weekly 
wages and salaries: $265.38; annual average: $13,799.76; 1978 
YMPE was $10,400. 


Applicable to persons retiring in January, 1976 and later. For 
retirements during the transition period (1967 through 1975) 
benefits were effectively reduced by the requirement that "basic 
contributory months" must total at least 120. Thus, a person who 
has contributed throughout 1966 and retired in January, 1967 would 
have been entitled#to-12/120°of thes25 per cent, or 2.5 per cent of 
pensionable earnings. 


Section 53.2 of the Canada Pension Plan Act (S.C. 1976-77, ce 36, 
se/7) reads: 


"An application in writing to the Minister may be made by or 
on behalf of either former spouse to a marriage or his estate 
or such person as may be prescribed by regulation within 36 
months of the date of a decree absolute of divorce or of a 
judgment of nullity of the marriage, granted or rendered on or 
after January 1, 1978, for a division of the unadjusted 
pensionable earnings of the former spouse." 
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Chapter 3 


Demography 


Demography attempts to identify population trends and make pro- 
jections for the future, based on a statistical study of births, deaths, 
and migration. Only time can verify demographic projections; but they 
must be made if successive generations are to plan intelligently for the 
future. Just how uncertain that future can be is illustrated by the 
following extract from Leonard Marsh's report, written in 1943, on 
social security for Canada: 


"The indications are that if the birth rate continues to decline 
and our working-population deficiency is not supplemented by immi- 
gration, the result will be fewer and fewer people of working 
age being obliged to carry, in one way or another, the burden of 
support for more and more persons who have passed the span of 
useful employment. ‘The problem is not therefore one that can be 
disregarded or tossed lightly aside. Even if we do nothing at all, 
the fact will still face us that thirty years from now our old age 
pension bill will be approximately twice what it is to-day."(1) 


In 1943, the author would have rejected out of hand the possibility 
of a baby boom in the proportions experienced by Canada after 1945. 


Until the advent of government programs redistributing income to 
the aged (the 1927 Old Age Pensions Act was the first) the make-up of 
the population was not a concern to the public purse. The aged in 
general were expected to die before retirement or to provide for them- 
selves or be provided for by their children in their later years. As Le 
happened, Canada was a growing country whose birth rate produced a 
year-by-year increase in the population. The total fertility rate 
exploded after 1945 to an average high of 3 per cent and then in the 
1960s the birth rate began to decline, to a rate at which today the 
population is no longer replacing itself. Now Canada is faced with the 
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questions: Will the birth rate follow the pattern of the European 
industrialized countries and leave us with an aging population? What 
will be the effect of an aging population on Canada's social security 
programs? 


Geoffrey Calvert in "Pensions and Survival" (1977) drew a gloomy 
picture for Canada's social security based on the effects of a con- 
tinuing decline in the birth rate: 


"> ..one can watch the tidal wave of today's young people entering 
the work-force, sweeping up through it, and then entering the 
retirement ages, radically changing the whole balance between young 
and old, and between workers and pensioners at each stage of their 
forward surge through the age groups. (2) 


"The source Of our concern does not stem only from the swollen 
cohorts of population now entering the work-force, but equally from 
the shrunken cohorts that will follow them up through the age 
groups. It is this shrunken generation, also with us today and as 
yet unborn, that will have to carry the burden of pensions for 
their more numerous parents and elders, and to face the prospect of 
tax burdens that would almost certainly be rejected in short order 
by today's voters."(3) 


Calvert's warning has been taken up by the media and has been ap- 
plied primarily to the future of the Canada Pension Plan. The possible 
effects on the Old Age Security (OAS) and Guaranteed Income Supplement 
(GIS) programs also discussed by Calvert have been largely ignored, but 
they are also important in considering the total cost of social security 
in the future. 


This Royal Commission was charged to "study the impact on the 
economy of different systems of financing retirement pension plans and 
arrangements including Ontario's financing and investment role in the 
Canada Pension Plan." 


To obtain a proper perspective of Ontario's role in the Canada 
Pension Plan it was necessary to look at the interrelation of the CPP 
with other government programs providing retirement income. Canada's 
"social security" for the elderly (which we may define as a provision of 
income in old age, guaranteed or made available by government) is made 
up of OAS, GIS, Spouse's Allowance, and in Ontario, GAINS, all paid for 
out of general taxes, and by the Canada Pension Plan, paid for out 
of payroll taxes shared by employee and employer. All of the plans 
ultimately rely on the authority of government for their financial 
security. If the funding arrangements for the CPP are of concern, the 
financial arrangements of the OAS, GIS, and SA are of no less concern. 
Therefore when we consider questions of intergenerational inequities and 
the effect of the baby boom on the CPP we must also consider the OAS, 
GIS, and Spouse's Allowance and their costs in the future. To determine 
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these costs it is necessary to estimate what Canada's population and its 
composition is likely to be between now and the middle of the next 
century. 


POPULATION PROJECTIONS 


All projections into the future, whether gloomy or optimistic, 
are nothing more than guesses based on the likelihood that the future 
will either mirror the past or diverge from it. The further ahead the 
projection, the less likely is it to be correct as it moves further 
away from those conditions, past and present, which affect the future. 
Caution must therefore be used at all times, and especially for periods 
more than twenty years away. Projections seventy years into the future 
(2050) are given merely to show possible trends after the time when the 
last children of the baby boom have canpleted the life cycle. 


In 1972 the fertility rates for Canada fell below those required to 
replace the existing population. ‘The population projections from which 
Calvert drew his conclusions were based on a continuing decline in 
fertility rates. To test the validity of Calvert's prognosis it was 
therefore necessary to examine the reasons for assuming this continuing 
decline and then to look at all the factors affecting population projec- 
tions. Statistics Canada had also made long-temn population projections 
based on a declining birth rate. 


Ultimately the Commission decided to make its own projections. A 
comparison with the Commission's results and those of Statistics Canada 
is given in a resource study included in this volume. It illustrates 
the very different results that arise fron differences in assumptions. 
The accuracy of demographic projections is crucial for social security 
planning. 


Table 1 
Projected Population for Canada, Selected Years (a) 
Royal Commission Statistics Canada 
Projection I Projection II 
Total 65 and Total 65 and Total 65 and 
population over population over population over 
(Thousands ) (Thousands ) 
2000 317596 3,384 
2001 Oke AS AL 3), 358 29,758 Byps06 
2030 38,930 6,712 
205i 28,837 6,406 3351 2H 6,406 
2050 42,126 7,458 
2051 26,090 21993 B37 1ou 6,241 


pA ee En es ee ee ee 
a Figures are for different years because of the ingtlalb=starting 
years selected by the Commission and Statistics Canada. 


Source Royal Commission on the Status of Pensions in Ontario. 
Statistics Canada, Social Security National Programs, 1978, 
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The key variables in any population projections are fertility, 
immigration/emigration, and mortality. Careful consideration was given 
to each of these by the Commission because the population projections 
provide the base for all its work related to the Canada Pension Plan, 
and the future costs of other government programs, including the GAINS 
program. We examine each of these variables in turn. 


PerUrLicy 


Fertility(4) dropped below the level of zero population growth for 
the first time in Canada's history in 1972.(5) Discounting the post-war 
baby boom of 1945-1965, this drop is in line with the long-term decline 
in fertility which characterizes most Western countries. In planning 
for social security the question to be answered is whether Canada (and 
Ontario) can expect any significant short-term fluctuation in fertility 
in the near future which will alter the population size and distribution 
from long-term expectations over the next 70 years. Most commentators 
have assumed a continuing decline. Daniel Kubat, sociologist to the 
Commission, represents a school of thought which forecasts a slight 
upturn in fertility rates over the next two decades, with a return to 
zero growth by the year 1995. Dr. Kubat based his conclusion on the 
following observations: 


1. Women in the age group 25 to 29 have exceeded women aged 20 to 
24 in Age Specific Fertility, beginning in 1970. This points 
to a postponement rather than to a cessation of childbearing. 
Figures in Table 2 illustrate the trends for Ontario: 


Table 2 
Age Specific Fertility Rates for Women 20-24 and 
25-29, Ontario, 1966-1976 


Year 20 -— 24 25 -— 29 
1966 ees 160.2 
1967 162 ha IS alla 
1968 155.2 148.8 
1969 152.9 152.5 
1970 148.5 152-2 
1971 137 52 145.9 
1972 1225-2 138.6 
1973 119.8 3222 
1974 114.6 129.4 
1975 123 128.3 
1976 105.6 124.6 


Source Statistics Canada, "Vital Statistics, 
Volume I, Births 1975 and 1976," 
Cat. 84-204, Table 6, p. 18. 
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2. The 1976 Census shows the female population in Ontario by age 
group, as follows: (6) 


10-14 389,475 
Bo et a, 3957325 
20-24 376,095 
he A) 359,460 


Thus the greater numbers in the younger cohorts will result in more 
children in absolute terms being born even if the rate of reproduction 
remains the same. This is the so-called baby boom "echo." However if 
the present trend of delayed child-bearing continues, it is likely to 
prevail until about 1990 and will result in more births in the meantime 
than earlier specific fertility rates would have forecast. 


3. There is some indication that the present younger generations 
are returning to more traditional values than those which 
prevailed in the 1960s and early 1970s. This could signal a 
renewed interest in the family. Peer group pressure is an 
important factor in the lives of the young, and any renewed 
interest in child-raising could have a snowballing effect 
because of the size of the age groups concerned. 


4, History does not offer any examples of sustained zero growth 
except as a consequence of dramatic fluctuations in mortality 
which wiped out substantial populations from time to time. 
Fertility will fluctuate around a net replacement ratio-oL 1] 
and is more likely to be above unity than below it. 


Some relief from the continued downward trend in fertility is 
foreseen by the Commission on Declining School Enrolment in Ontario. In 
his letter of transmittal to the Minister of Education the chairman 
offered the following view: 


"My best guess, however, and it cannot be more than an informed 
guess, is that we will experience some relief from the decline in 
elementary school enrolment from the mid 1980s to the early 1990s 
and in secondary school enrolment from the mid 1990s onwards for a 
number of years."(7) 


A recent article in Scientific American deals with fertility in the 
developed countries and accepts the view of a continued downward trend 
because of social and economic factors which are changing the nature of 
marriage and fertility.(8) In examining the historical downward trend 
in fertility, the author admits that some projections of extremely low 
rates may be too compacted in time frame and, aS a consequence, the 
patterns now being predicted by some for the 1980s and 1990s may be 
delayed by a few decades. 
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The author, arguing that we are in a society permanently changed 
from the old patterns of fertility, lists such contributing factors as 


a) a change from the perception of children as a source of future 
income in an agrarian society, to the perception of them as a 
financial burden in the industrial and post-industrial world; 


b) a decline in traditional and religious authority and an in- 
crease in emphasis on the individual; 


c) universal education of both sexes and an improvement towards 
equality in the status of women with men; 


d) higher survival rate of children; 


e) a consumer society slanted toward the gratification of the 
individual; 


f) development and diffusion of reliable methods of birth control. 
He adds: 


"The important thing about this catalogue of social changes is that 
the changes all seem to be irreversible and that some of them, 
particularly those linked with the status of women, have not yet 
run: their full courses" (9) 


The Commission is not persuaded that all of the social changes 
listed are irreversible, as the author suggests. Future changes in our 
society to be brought about by energy supply problems promise to be 
far-reaching. Adaptation may bring with it new social outlooks which 
could also change attitudes towards child-bearing. After considering 
the arguments the Commission decided to adopt Dr. Kubat's position of a 
Slight upswing in fertility rates in the near term as its most probable 
assumption for its projections. However, for comparison purposes, 
a range of fertility assumptions was also selected which included a 
declining Miertility- rate.) The -feursscéenarilosvare: 


Low-Low - the scenario popular at present sees a continuation of 
current low net reproduction rates (0.90) to the year 2000 and 
beyond. 


Low - a continuation of the current rate rising slightly to 1.0 in 
1985 and continuing at that rate thereafter. 


Most Probable - a slight increase from current rates to 1.2 in 


1985, dropping to 1.1 in 1990, 1.0 in 1995 and continuing un- 
changed thereafter. 
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High —- an increase from current rates to 1.45 in 1985, dropping to 
1.3 in 1990, 1.15 in 1995, 1.0 in 2000 and continuing unchanged 
thereafter. 


Immigration 

Numbers of immigrants and their age and sex distribution can 
have important effects on Canada's future population. The Commission's 
projection for international immigration were based on actual experience 


fron 1971 to 1977 inclusive, as shown in Table 3. 


Table 3 
International Immigration to Canada and Ontario, 1971-1977 


Immigration to Ontario 


Canada Ontario as a share of total 
(Per cent) 
1971 121,900 64,357 52.6 
1972 122,006 63,805 52.3 
1973 184,200 103,187 56.0 
1974 218,465 1207115 55 20 
LOS 187,881 98,471 52.4 
1976 149,429 T2031 AGe2 
oa, 114,914 56,594 49.2 


nee eenele +a teeel sen eee) Pee ee ee eee eee 
Source Department of Manpower and Immigration, Ottawa, Immigration 
Statistics. 


The Commission assumed for its projections 100,000 immigrants to 
Canada in 1978, escalated by 1/2 of 1 per cent per year to the year 2000 
after which it remains constant. For interprovincial migration, the 
Commission assumed that Ontario would receive a constant 50 per cent of 
the international immigration. 


Emigration figures are more difficult to ascertain and have been 
estimated from figures showing immigration to the United States from 
Canada. The Commission has assumed an annual figure of 40,000 emi- 
grants, 40 per cent of whom are assumed to come from Ontakwo. mal aese 
figures, too, are escalated by 1/2 of 1 per cent per year to the year 
2000 and remain constant thereafter. For Ontario the net figures 
resulting from these assumptions were: 


1978 net immigration of 60,000 
2000 net immigration of 66,960. 


An important factor in immigration figures is the age composition 
of those coming into a country (or province); that is, the proportion of 
old and young dependents and hence the proportion likely to enter the 
work-force upon arrival. Until changes in the Immigration Act (1976) 
there were three classes of admissible immigrants: independent, those 
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with good employment prospects; sponsored relatives, the immediate 
family; and nominated relatives, who needed to meet only some of the 
criteria for independent immigrants in order to gain admission. It 
has been argued that the last group was largely responsible for the 
numbers of recent arrivals who had difficulty obtaining work and as a 
consequence fell back on public support programs. 


Changes introduced in 1976 allowed the Minister of Immigration for 
the first time to set numerical targets for immigration each year. The 
category of nominated relatives has been dropped. The legislation 
also allows for inflows of refugees from time to time, stemming from 
extraordinary circumstances elsewhere. It is likely, therefore, that 
reunification of families will be an important part of the immigration 
picture for the coming decade; subsequently however, the needs of the 
work-force will be the underlying reason for admission and it can be 
expected that independent persons who can fit directly into the labour 
force will constitute the major part of the entrants. 


Historical tables(10) show that around 50 per cent of all immi- 
grants in any year between 1946 and 1974 could be classified as workers 
- coming from the independent and nominated classes of immigrants. 
However the percentage dropped to 43 in 1975 and 41 in 1976, the latter 
being a year of unprecedented immigration from Lebanon following the 
Civil war. Future patterns should be expected to show similar varia- 
tions in the proportion of dependent and independent immigrants whenever 
groups are admitted for humanitarian reasons. 


The Commission has made no assumption about the proportion of 
independent and dependent immigrants, but age and sex breakouts are 
projected for migrants in Table 4 based on Statistics Canada figures for 
immigrants(1ll), and on U.S. information about persons immigrating from 
Canada, for emigrants. Ratios between the age groups and the sexes are 
assumed to remain constant throughout the period of the projections. 


Table 4 
Immigrants and Emigrants by Age Group and Sex, Canada, Projected 


Immigrants Emigrants 
Male Female Male Female 
(Per cent) 
Under 20 IGS) 15.4 ROLLS URS 
20 - 64 33.2 33.2 29.2 32.0. 
65 and over 0.9 6 0.9 A hay 
Total 49.9 5051 47.8 52ere 


Source Prepared for the Royal Commission on the Status of Pensions in 
Ontario by Daniel Kubat, from data from Department of Manpower 
and Immigration and Statistics Canada. 
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These projections, therefore, allow for a larger proportion of 
independent immigrants who can move directly into the work-force, and a 
decreased proportion of dependents (under age 20, and 65 and over), 
though still allowing for family reunification and extraordinary in- 
fluxes on humanitarian grounds. 


While the mortality and fertility experience of newcomers is often 
vastly different in their country of origin, it is found that they 
quickly adopt the values of the new society. Therefore we cannot expect 
them to have a crucial impact on the birth rate of the Canadian popu- 
lation. In addition, Canada's immigration screening is such that good 
health is a criterion for entry, and persons coming to this country tend 
to be better-off financially and better educated than their countrymen 
at home. These factors have been shown to correlate positively(12) with 
lower fertility. As a consequence we should not expect immigration to 
distort fertility patterns and therefore the general projections for the 
Canadian population. 


There is also little reason to expect that the increasing partici- 
pation in the labour force of women in Canada will not be matched by 
immigrant women; indeed one might argue that they are more likely to 
take jobs than their Canadian counterparts. 


The implications of the amended Immigration Act among other fac- 
tors, coupled with experience in recent years, has led this Commission 
to assumptions about population movements which produce figures somewhat 
below those in other current major works. 


Mortality 


The final factor to be considered in outlining our future popula- 
tion is how long these newborns and recent arrivals as well as the 
present population will live. For this factor we assumed changes in 
mortality experience to continue through to the year 2050. The initial 
population used was that of the 1971 Census, adjusted to allow for the 
Census undercount, and the mortality rates applied to this population 
were those of the Life Table 1970-72 for Canada, published by Statistics 
Canada. Mortality rates were then developed through to the year 2050. 


The Commission felt that available Canadian work on mortality 
projections either covered too short a period or was based on some 
rather arbitrary assumptions that it was not prepared to accept. Con- 
sequently, the methodology used for the Commission's projections is 
based on work done by the Office of the Actuary for the U.S. Social 
Security Administration, in Actuarial Study No. Ti. (@3)™ , Invehrs es tudy 
death rates by age group and sex were calculated for ten cause of death 
groupings. ‘The assumed changes in experience for each cause were com— 
bined to provide an average change (increase or reduction) in mortality 
by age and sex. These averages were then applied to the 1971 population 
figures and projected forward to the year 2050. 
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The Commission has assumed there will be no major breakthrough in 
medicine which might alter the experience over the period in question. 
Other underlying assumptions in some of the cause of death groupings are 
as follows: 


- Diseases of the heart and vascular diseases: moderate improve- 
ment is expected for both sexes, continuing the recent trend; 


- Malignant neoplasms (cancer): moderate improvement is assumed; 
heightened public awareness of the disease leading to earlier 
diagnosis and treatment could result in deaths occurring at a 
later age even if the rate of death remained unchanged; 


~ Suicide, homicide, accidents: the death rate from motor vehicle 
accidents has already decreased; however in Canada suicides are 
increasing for both sexes. Some overall increase is expected in 
violent deaths for males; 


- Respiratory diseases: some improvement 1s assumed; 
- Diabetes, cirrhosis: assume no change. 


It is well known that changes in lifestyle affect health, and that 
the impact on the sexes can vary. Female mortality experience, in the 
Commission's assumptions, is expected to improve faster than male, in 
spite of factors such as diet, ceasing smoking, exercise, and the use of 
seatbelts, all of which have tended to reduce male mortality in recent 
years. 


The Commission's projected life expectancy figures show that by the 
year 2050 men are still not expected to reach the rate already attained 
by women. Projected figures for Canada are assumed to apply to Ontario, 
and comparisons are shown in Table 5 between actual experience in 1971 
and 1976, and the Commission's expected rates in 2050. 


Table 5 
Life Expectancy by Sex, Canada and Ontario, 1971, 1976, 2050 
1971 1976 2050 
Canada Ontario Canada Ontario Canada and Ontario 
(Years) 
Ate birth 
Male 69.3 69.6 Os) OD ee sya 
Female Owe: 76.8 WINS 77.66 Sire 
At age 60 
Male 720 16.6 iL 723 17%, O: - 
Female 2124 ARS 2,96 20588 _ 
At age 65 
Male 1337 n/a 13995 aL 16.0 
Female LAS n/a B30 47692 20.67 


ee ee a — a ee eee ee ee ee a ee a Ey a ee 

Source Statistics Canada, Vital Statistics, Volume III, Deaths 1976, 
Cat. 84-206, and data prepared for the Royal Commission on the 
Status of Pensions in Ontario. 
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Figures for the expected mortality rates per 1,000 population 
exposed are shown in Table 6 which compares experience in the 1970-72 
Life Table for Canada with the projections prepared for the Commission. 
Rates calculated for Canada are assumed to apply to Ontario. 


Table 6 
Mortality Rates by Sex, Canada and Ontario, 1971 and 2050 


Lo 7a 2050 
Male Female Male Female 
(Deaths per 1,000 population) 

At birth 20.02 15.44 102 05 7.76 
At 1 year 2 Lak5 -80 64 
At 20 years eo 220 RRS he, ~44 
At 40 years 2.91 the 5} 2.40 IER Abe) 
At 50 years i. On 4.03 Seis) 2/5 
At 60 years ee ta ie 82 14.59 iat” 
At 70 years 44,36 23037, Sno STS os: 


Source Department of Insurance, Ottawa. Canada Pension Plan: 


Statutory Actuarial Report No. 6, as at December 31, 1977, 
Schedule 3, p. 41. 


The projected reduction in mortality at birth has, to a certain 
extent, already been achieved. The combined male-female rate in 1971 
was 17.5 per thousand; by 1976 this had dropped to 12.3.(14) From Table 
6 the projected increase in violent deaths for young males can be seen 
at age 20, where the rate per 1,000 is expected to increase slightly 
over time. From age 50 onward the gap in mortality between the sexes 
becomes more pronounced. 


Conclusion 


Comparison of census figures for 1971 and 1976 confirms that 
Canada's population is aging, and in the process the trend to increased 
survivorship of women can already be perceived. Of crucial importance 
to our assessment therefore is the number of children we expect to be 
born, and the time of their birth. As they work their way through 
the pattern of dependence - production - dependence they will have a 
tremendous impact on the extent of the burden to be carried by the 
taxpayers. 


By combining the projections outlined for fertility, migration and 
mortality, we estimated the numbers and the composition of the popu- 
lation of Canada and of Ontario over the coming 70 years. Results for 
selected years for Canada are set out in Table 7. Complete projections 
including those for Ontario are in Appendix A to this volume. 
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Table 7 
Actual and Projected Population for Canada, 1970-2050, Selected Years 


0 - 19 20 - 64 65 — 90 and over Total 
(Thousands ) 

1970 

Male 4,415 SPILLS 774 10,905 

Female 4,235 5,618 943 10,796 

Total 8,650 eo iP Vly; PA ALO) 
2000 

Male 5,124 a fe Paik diay A 7 

Female 4,860 9,056 Ve oIS 15,889 

Total 9,984 18,228 3,384 SFO I6 
2010 

Male 4,900 10,454 1,667 dig gs 8 id i 

Female 4,646 10,342 2,306 17,294 

Total 9,546 20,796 S973 34,315 
2020 

Male 7200 UP O.b TRIAS ss 18,289 

Female 5,004 TOV DoF 3), L00 18,691 

Total 10,284 2, 300 Syeisis: 36,980 
2030 

Male Sere fe 10,954 Zpoe2 jaya tg! 

Female sip t AVS) Oyu. 3,890 195756 

Total LO es 2U R05 6,712 38,930 
2050 

Male aye Ae: 1,873 SO 207-102 

Female 5,413 11,669 4,342 21,424 

Total ieeZ26 23,542 7,458 fe Drerasd WAG 


oR Les a ed a ol ee ee Oe) ee ee 

Source Projections prepared for the Royal Commission on the Status of 
Pensions in Ontario, based on the Commission's most probable 
fertility and immigration assumptions. 


From Table 7 it will be noted that in the year 2000 the total 
female population exceeds the total male population for the first time. 
This trend continues to 2050 and reflects the increasing proportion of 
females in the 65 and over group. This fact has significance for the 
approach government might take in considering retirement income for 
women, both in and out of the work-force. The significance of the 
make-up of the various age groupings in the population projected is 
considered in the next chapter. 
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NOTES 


(1) Leonard Marsh, Report on Social Security for Canada, Toronto, 
1943. 


(2) Geoffrey N. Calvert, Pensions and purVival, WZoronto, 19/7 ps. 16. 
(3) bids; pe 18. 
(4) Definitions of usual fertility terms: 


A. Zero Population Growth: each female born reproduces one 
female; this equals a net reproduction rate of 1. 


Be. Net Reproduction Rate (NRR): the probable number of female 


children each female will have during her lifetime. 

C. Gross Reproduction Rate (GRR): the probable number of female 
children each female will have during her lifetime provided 
she survives the child-bearing years. (Because of this 
assumption the GRR is always greater than the NRR.) 

D. Total Fertility: the probable number of children a woman will 
have provided she survives to the child-bearing years. 

E. Age-Specific Fertility: the probability that a woman of a 
particular age group will have a baby within one year. The 
normal age groups used are 15-19, 20-24,...45-49, and 
fertility is assumed to be zero outside these ages. 


CS) statistics Canada, Vital’ Statistics, Volume I, 1974, Cat. 84-204. 
(6) Statistics Canada, 1976 Census of Canada, Cat. 92-824, Vol. 2. 


(7) Letter to the Hon. Bette Stephenson, M.D., Minister of Education 
from R.W.B. Jackson, Commissioner, dated October 31, 1978, p. iv. 


(8) Charles F. Westoff, "Marriage and Fertility in the Developed 
Countries," in Scientific American, December 1978, Vol. 239, 
Number 6, p. 51. 


(9) See Volume V, Resource Study, "Methodology and Assumptions," 
Table 1. 


(10) See migration tables in Daniel Kubat, "The Demography of Older 
Canadians." in Volume IX. 


(11) K.eS. Guanasekaran, "Analytical and Technical Memorandum No. 6: 
Migration Projections for Canada." 


(12) For example, see discussion in "Opportunity for Choice - A Goal 
for Women in Canada," Gail C.A. Cook, ed., Statistics Canada in 
association with the C.D. Howe Research Institute, pp. 37ff. 

(13) U.S. Social Security Administration, Actuarial Study No. 77 - 
United States Population Projections of OASDHI Cost Estimates. 


(14) Figures supplied by Department of National Health and Welfare, 
Ottawa, Health Services and Promotion Branch. 
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Chapter 4 


Dependency Ratios 


Dependency ratios represent the extent to which part of a country's 
population at a given time is not engaged in economically productive 
activity. The unproductive population relies on the productive part to 
provide it with the goods and services it needs for existence. Tradi- 
tionally, the young and the old are considered unproductive. Since 
economic wealth is finite, consisting of the goods and services produced 
each year, the share of the wealth transferred to the unproductive 
diminishes the share for the productive. If the unproductive part of 
the population increases, then by the theory the share of goods and 
services for the productive part of the population decreases. The 
relative sizes of the productive and unproductive parts of the popu- 
lation can be important therefore both at any point in time and as 
trends over time. 


Birth rates, mortality rates, education patterns, retirement pat- 
terns, and savings rates will all be important factors in determining 
dependency ratios and the significance of those ratios for government 
social policy in the future. 


The Commission analyzed its population projections on the basis of 
customary groupings of the population age 0-19, the young dependents; 
age 20-64, the productive part; and age 65-90 and over, the old depend- 
ents. Dependency ratios were then calculated for the projected popu- 
lation based on the percentage of the young dependents to the productive 
part, the percentage of the old dependents to the productive part, 
and the total dependents to the productive part. Table 1 shows the 
results. 
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Table l 
Population Dependency Ratios for Canada, 1970-2050 


0-19 as 65-69 and over ‘Total dependency 

Total percentage of as percentage aS percentage of 
population 20-64 of 20-64 20-64 

(Thousands ) (Per cent) 

1970 pAlb TAO: TOe 5 Lis MRS: 
1980 24,872 Deo 1536 Moho 
2000 SHiysapels 54.8 Foe0 SS 
2010 BAP GL 45.9 aR RI 65.0 
2020 36,980 48.2 2 ie 713.0 
2030 3377930 48.4 30.9 79.4 
2050 42,126 47.3 Ss 18.9 


Source Projections prepared for the Royal Commission on the Status of 
Pensions in Ontario based on the Commission's most probable 
fertility assumptions. See Appendix A for population projec- 
tions and Appendix B for Dependency Ratios. 


Some interesting relationships should be noted: 


- the total dependency ratio in 1970, 91.5 per cent, was higher 
than it is projected to.be at any other time over the next 70 
years - each worker was responsible for himself and nearly one 
other person. 


- the total dependency ratio declines markedly between 1970 and 
1980, from 91.5 per cent to 73.2 per cent. All of the decrease 
1s in the young dependent ratio. The baby boom population has 
moved into the 20-64 age grouping. 


- the young dependency ratio continues to decline gradually to 
2010. After 2010 the young dependents increase somewhat, re- 
Flecting an increase in absolute births from the baby boom 
"echo." After 2030 the downward trend resumes. 


- the old dependency ratio increases over the whole period, dou- 
bling by 2050 but with the largest increases taking place only 
after 2010 and up to 2030, the period during which the baby boom 
population will enter the old dependency group. 


Much comment has been heard about the increasing burden old people 
will put on society by the beginning of the century and in particular on 
the young workers of that generation. The dependency ratio has been 
pointed to repeatedly to support the premise that the burden will be so 
great that younger workers will revolt and refuse to pay for the old. 


From the Commission's projections we see that the total dependency 
ratio is actually at its lowest point in 2010 and that a substantial 
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upturn is evident only in 2020. ‘The government has therefore over 30 
years of lead time before the feared revolt is likely to come. This is 
not to say that nothing should be done for 30 years but rather that it 
is not already too late to take action to relieve the pressure on the 
working population. 


In 1970 the country shouldered a total dependency ratio of 91.5 per 
cent without comment. What then is the difference between 1970 and, 
say, 2020 when the total dependency ratio is projected at 73 per cent? 


Clearly the answer to that question lies in the respective cost for 
young dependents and old dependents. 


EFFECTIVE DEPENDENCY 


"Per capita costs of supporting old and young dependents are not 
necessarily equal. To obtain a more accurate picture of dependency, the 
number of Old and young should be weighted by their respective per 
capita support costs. In this way a measure of effective dependency is 
obtained."(1) 


The Ontario Treasury, working with a study prepared in 1976 by the 
Federal Treasury Board Secretariat, estimated that per capita expend- 
itures for government health, education, and social welfare programs for 
the aged was two and one-half times the per capita expenditures for the 
young. Although the Commission has not tested the validity of the 
figures, it was prepared to accept the idea of "effective dependency" 
because it agreed that public costs for the old were likely more than 
for the young. However, if age dependency is weighted against youth 
dependency in the proportion of 2.5 to 1 and applied to ratios in Table 
1, we have nearly the same long-term results for effective dependency as 
we found in the dependency-trends shown in Table 1. The total cost 
relationship will continue to be less than that borne in 1970 until 
after the year 2020. Only in 2030 does the total cost relationship 
exceed that for 1970, and by 2050 there is only a slight increase in the 
total cost relationship over that in 2030. 


The validity of these relationships as projected depends first on 
whether the ratio of 2.5 accurately represents the dependency cost of 
the old in relation to that of the young. If, for example, there were a 
marked improvement in the health of the old so that health costs for 
that segment of the population declined, the total cost burden would 
diminish, and there would be a shift in the cost relationship between 
young and old dependents. A similar change might result if costly 
institutional care for the old were replaced by less expensive home 
care. If institutional day care for the young were expanded, the cost 
relationship might shift from old to young. The total cost of depend- 
ency could decrease. Improved survivorship rates would increase the 
numbers of those aged 65 and over. However, improved survivorship 
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indicates better health which in turn could mean greater participation 
in the work-force in the older age groups, and a shift of the older 
cohorts out of the old dependency grouping. Perhaps only the old old 
(those over 75) eventually will be considered dependent. (2) 


Table 2 
Effective Dependency Cost Relationships 


Youth cost share Age cost share Total cost 
Dependency ratio 2.5 x dependency ratio ratio 
(Per cent) 

LTO 16.3 38.0 114.3 
1980 0 3980 96.6 
2000 54.8 46.5 OWS 
2010 45.9 47.8 é Goa 
2020 48.2 62.8 Jide end: 
2030 48.4 7/9 a) ies) 
2050 47.3 79.2 26% 


a ee ee ee ee eee eee ee 
Source The Royal Commission on the Status of Pensions in Ontario, 
based on dependency ratios in Table l. 


A second element in measuring the validity of the dependency ratio 
is the relationship of total dependency cost to the total productivity 
of the society. Therefore, the key to measuring the burden of depend- 
ency cost is the real growth rate of the Canadian economy. Increased 
costs due to population changes can be supported more easily if the 
economy is strong. If each worker is producing more in real terms (not 
inflated dollar terms) a certain level of benefits from government 
programs will take a smaller proportion of the economy's available 
output. In this connection, pensions under the CPP increase with real 
growth until retirement since they are tied to a wage index. After 
retirement they increase with a price index, as do the OAS and GIS, and 
not with productivity. Hence, government programs for the old will be 
less of a burden on future generations if we have real economic growth. 


To estimate some cost implications of the projected age dependency 
ratios the Commission undertook a projection of the cost of Old Age 
Security in the future. Assumptions included the following: 


- OAS at its present basic level, increasing only with prices; 


- the Commission's most probable economic assumptions for 
inflation; 


- real growth in earnings of 2 per cent a year. 


The results were determined in absolute dollars, as a percentage of 
Gross National Product and as a percentage of CPP/QPP Contributory 
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Earnings. Complete results are shown in Appendix F. Table 3 shows OAS 
costs as a share of GNP, the most significant of the three measurements. 


Table 3 

Old Age Security Expenditures with Full Indexing 
to the Consumer Price Index as a Percentage of 
Gross National Product 


Percentage of GNP 


LOTS eZ 
1980 deel 
1990 1.59 
2000 1.38 
2010 Veil 
2020 tis, 
2030 1.28 
2040 A) 
2050 88 


Source The Royal Commission on the Status of Pen- 
sions in Ontario. See Appendix F-l. 


From these figures we see a similar pattern emerging for costs in 
relation to GNP as for dependency ratios: 


- a steady fall until about 2010; 


- amore stable pattern for the 20 years between 2010 and 2030 
(though with an increase in cost resulting from the baby boom 
which is not reflected in the dependency ratios per se); 


- a continuing reduction after 2030. 


The comparative reduction in expenditures as a percentage of GNP 
reflects the fact that the benefits are indexed only to prices, and thus 
increase more slowly than per capita GNP which includes real growth (in 
excess of prices) of about 2 per cent a year. This factor outweighs the 
increasing proportion of the population that is 65 and over, except 
for the period 2010 to 2030 during which the baby boom group reaches 
retirement age. An even larger comparative cost reduction can be seen 
for the Guaranteed Income Supplement and Spouse's Allowance, in the 
comparison set out in Appendix F-4. Similar trends are projected for 
Ontario in Appendices F-3 and F-6. 


VALIDITY OF DEMOGRAPHIC CONCERNS 


The concern expressed by Leonard Marsh in the 1940s over an in 
creasing elderly population to be supported by government programs 
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was perfectly valid from his point in time. He could not predict the 
post-war baby boom or the economic growth of the country. 


The scenario outlined by Geoffrey Calvert for the long-term impact 
of the baby boom may be equally valid at this time; but the Commission 
is of the opinion that projections of the population into the future, 
especially over a period of 70 to 90 years, can at best only point to 
possibilities which policymakers should consider when making decisions. 
The Commission affirms the need to design programs now which take cog- 
nizance of possible conditions in, say, 30 years' time, with allowance 
for reconsideration as factors change. 


Some of the variables which will affect our demographic future, 
especially as it relates to pension planning, must not be ignored: 


Fertility and Mortality Rates 


The baby boom cohorts do not begin to enter retirement till about 
2010. An upswing in fertility as late as 1990 could provide suf- 
ficient young workers to offset the greater number in the older 
cohorts. Who can now accurately predict the social patterns of 
fertility and family creation in 1990? Lower fertility rates 
or maintenance of present rates are not the only possibilities. 
The Commission is attracted to the possibility of an upswing of 
fertility rates in the middle and late 1980s. On the other hand a 
major medical breakthrough such as a cure for cancer would lead to 
much longer life expectancies and hence to increased pension cost. 
Even with known mortality rates we have seen in our projections 
that women will exceed the number of men in absolute numbers by 
1980.(3) The effect of longer life expectancies in the future will 
therefore have increasing importance for overall retirement income 
costs. On the other hand, a healthier population at older ages 
coupled with more flexible retirement ages may mean that people 
will work for longer periods. In that event there may be reduced 
costs for pensions and more workers to support the dependent 
population. 


Immigration 


Control of immigration has been used from the early part of this 
century to deal with short-run deficiencies in the population 
structure. Who can say now what exigencies, such as the expected 
shortage of skilled labour in the 1980s, will be met in this way? 
Type and age of immigrants and their social patterns, will have an 
impact on the existing population and on the population of the 
future. Disruptions elsewhere in the world, such as the plight of 
the "boat people," followed by unexpected immigration, can affect 
the population structure in ways we cannot begin to predict. 
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Dependency Ratios 


Dependency ratios assume that all members of certain age groupings 
are dependent. A change in retirement ages can increase or de- 
crease dependency for the older group. If mandatory retirement age 
is abolished, who can say how many in the younger group will become 
dependent later because of lack of job opportunities? If the trend 
of increasing work participation for women changes, how will this 
affect utilization of GIS and also the growth in GNP? 


Real Growth 


What will be the real economic growth of Canada in the future? 
Will it be such that the expected dependency ratios will be easily 
carried, or will it be so slow that even a lesser dependency ratio 
will seem intolerable? This is the key question for the future. 
No discussion of the dependency burden is meaningful without as- 
sessment of Canada's long-range prospects for real growth. 


Government Programs 


Will the share of government expenditures on the aged increase as a 
result of political pressures, or will government programs be 
less important in relation to the total provided for retirement 
income from all sources? It is to this question the Commission 
believes serious consideration must be given now. Retirement 
income provision by nature is a long-term matter; due consideration 
must be given to a system that is reasonably adaptable to future 
developments. The Commission's approach is to provide some degree 
of flexibility in retirement income design. 


SUMMARY 


In conclusion, the Commission agrees that proper weight should be 
given to Canada's possible demographic future; but it finds itself in 
agreement with the following statement in a paper prepared for the 
National Symposium on Aging held in 1978: 


"The policy issues related to meeting the needs of the elderly 
population in Canada today, and those that will arise in the future 
with the expected increase in both the number and the proportion 
of the population who are elderly, have been the cause of some 
considerable and increasing debate during the last couple of years. 
However, in terms of the economic implications of policy regarding 
the aged, the discussion has often been marred by confusion and 
unnecessary alarm. 


"The primary reason for this appears to have been the tendency 
to compress conceptually, within short time horizons, the deep 
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structural changes which are taking place in the economy, as well 
as frequently to exaggerate the behavioural adjustments that indi- 
viduals make to institutional changes. For instance, alarmist 
points of view have recently been expressed regarding the potential 
impact of demographic changes on the economy and its institutions. 
It is not always understood that economic processes often unfold 
very slowly; indeed, many of the perceived problems frequently 
discussed these days may not take place until two decades into the 
next century. Furthermore, major forces may yet be unleashed in 
the future to alter completely any projections which we would 
make today on the basis of past trends and estimated behavioural 
impacts. Thus, it is not easy to make a calm, rational evaluation 
of many of the existing or expected changes in the economy, partic- 
ularly as they relate to the aged at any point in time or to the 
aging of society in general."(4) 


The specific effects of demographic projections on the Canada 


Pension Plan will be dealt with in detail in the section on the CPP 
funding. 
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NOTES 


(1) This is the approach taken in a paper entitled, "Some Demographic 
and Economic Aspects of Canada's Aging Population," prepared by 
the Ministry of Treasury, Economics and Intergovernmental Affairs, 
Taxation and Fiscal Policy Branch, 1978. The discussion on 
"effective dependency" is drawn from this paper. 


(2) See Daniel Kubat, "The Demography of Older Canadians," in 
Volume IX. 


(3) See Appendix A-1 and A-2. 


(4) Brian J. Powell and James K. Martin, Economic Implications Oran 
Aging Society in Canada, Ottawa, 1978. 
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Chapter 5 


Funding the Canada Pension Plan 


WHAT IS FUNDING? 


Money to pay pension promises has to come from somewhere. When Dt 
is set aside in advance of the time pension benefits are payable, that 
process is "funding" for benefits to be paid sometime in the future. 


Pay-As-You-Go 


If pension benefits are paid as they fall due without any assets 
being accumulated, the plan is said to be operating on a pay-as-you-go 
(or "pay-go") basis. 


Full Funding 


In a funded plan, money is set aside with a third party to provide 
for future benefits. If at any point in time the assets accumulated are 
sufficient to pay all accrued benefits as they fall due, the plan is 
said to be "fully funded." ‘To the extent that not all accrued benefits 
can be paid at a particular point in time the plan is only "partially 
funded." Various patterns of "funding," or deciding how much must be 
put in the fund now to pay benefits later, have been developed. To the 
extent that a fund is built up, interest on that fund is available to 
pay a portion of the benefits, and so reduce the direct cost. 


FUNDING AND SOCIAL SECURITY PROGRAMS 
Social security programs generally are financed on a pay-as-you-go 
basis. The rationale is that a government-sponsored program relies 


ultimately on the ability of government to raise the necessary money by 
taxation. Old Age Security and the Guaranteed Income Supplement are 


0) 


operated on this basis, as are other forms of social assistance and 
family benefits. Old Age Security originally was paid out of a fund 
provided by earmarked taxes, but this arrangement was dropped in 1975. 
Payroll deductions for the Canada Pension Plan are in effect a form of 
taxation from a specific group. 


Private sector enployment pension plan design, on the other hand, 
requires a fund for two main reasons: 


a) to ensure that assets will be available out of which to pay 
benefits regardless of the continuing existence or solvency of 
the employer; 


b) to ensure orderly financing so that costs will not become 
unmanageable as the plan matures or the composition of the 
covered group changes. This provides equity between different 
generations of plan members and helps an employer to price his 
products realistically; it facilitates recognition of the cost 
of plan amendments which increase benefits or liberalize the 
conditions for receiving them. 


In a social security program it is assumed that the plan will 
continue in perpetuity, since the plan is backed by the taxing power of 
the government. The creation of a fund for the reasons in a) above 
is generally considered unnecessary. The argument against a fund is 
carried further when it is pointed out that creating a fund which is 
invested in government bonds affords no greater security than an un- 
funded plan, because the reliability of government bonds is likewise 
rooted in the taxing power of the government. It might be possible to 
externalize the liability for the assets in a fund if the assets were 
invested in equities or were lent abroad, but these options have other 
political and economic connotations which might make them unacceptable 
EO =the pub lie. 


The second reason for funding, the control and spreading of future 
costs, may however be justified for government programs, so that the 
cost burden of the plan can be levelled over the years and over dif- 
ferent age cohorts of workers. Without some mechanism for smoothing in 
a completely pay-as-you-go plan, costs will continue to rise as more and 
more people become entitled to benefits from the plan. 


It is with the pay-as-you-go approach that the structure of the 
population becomes particularly important. So long as there are suffi- 
cient young workers coming into the plan stream to meet the costs of the 
payments out to the retiring workers without undue burden, the plan can 
operate smoothly. 
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FUNDING OF THE CANADA PENSION PLAN 


Unlike Old Age Security, the Canada Pension Plan is now operating 
on a partially funded basis. A contribution rate originally set above 
the pay-go rate created an excess of contributions over current bene- 
fits, resulting in the buildup of a fund which in 1978 stood at $14.3 
billion. 


Funding Patterns 


Under the terms of the CPP its position is analyzed in Statutory 
Actuarial Reports prepared by the Federal Department o£ Insurance. . One 
purpose of these reports is to provide information about the funded 
status of the plan and the need to change contribution rates based on 
three different plan funding patterns, which are designated in the 
reports as Funds A, B, and C. These patterns may be described as 
follows: 


Fund A 


Phase 1 The present contribution rate of 3.6 per cent OL CONtCELD— 
utory earnings exceeds payment of benefits and expenses. 
The excess constitutes a fund which is lent to the par- 
ticipating provinces. The investment earnings, being 
interest payable by the provinces, is likewise lent to the 
provinces. This phase is completed when current benefits 
and expenses are greater than current contributions. 


Phase 2 Current benefits and expenses are paid from current 
contributions plus that part of the interest on the fund 
required to make up the difference to pay benefits. To 
the extent interest is not required to meet the payments, 
the fund will continue to grow. When the funds available 
to the provinces for new loans drop below the amount the 
provinces must pay for interest to meet current benefit 
costs, the cash flow to the provinces becomes negative and 
Phase 2 is completed. 


Phase 3. When current benefits and expenses exceed curErenty con 
tributions plus the current interest on the fund, the 
provinces must repay their loans to meet current costs. 
Phase 3 is completed when the fund is exhausted. 

When Phase 3 is completed, either the contribution rate must rise 

to the pay-go cost, or other sources of funds have to be found to 

meet current costs. 


Fund B 


Phase 1 Same as for Fund A. 
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Phase 2 Instead of the cash flow to the provinces becoming nega- 
tive, the contribution rate rises to the then pay-go rate 
to pay for current benefits and expenses and continues to 
rise in the future as required. In the result, interest 
payable by the provinces continues to be loaned to them, 
and the fund continues to increase by the amount of these 
new loans. Interest is never used to pay benefits. 


Fund C 
Phase 1 Same as Fund A. 
Phase 2 Same as Fund A. 


Phase 3 The contribution rate rises to the then pay-go rate to 
pay for current benefits and expenses, and continues to 
rise in the future as required. In the result, the fund - 
remains at the level attained at the end of Phase 2, and 
the loans to the provinces are never in fact repaid. 
Although interest is used to pay benefits and expenses, in 
real terms the fund and interest payments become less and 
less significant. (1) 


With these funding patterns the question to be resolved is, "how 
soon and at what pace should the contribution rate begin to rise to its 
ultimate level?"(2) In coming to grips with this question the timing of 
the various phases in the development of the CPP funding pattern have 
became known as "critical years." These critical years coincide with 
the phases discussed under Fund A. From a policy point of view it is 
important that a decision be made on the future financing of the CPP 
before the end of the Phase 1 of Fund A is reached, i.e., before the 
first critical year. Statutory Actuarial Report No. 6 fixes this year 
at 1985. The earlier report dealing with this projection, Statutory 
Actuarial Report No. 3, fixed the first critical year at 1982, while the 
Original projection fixed the first critical year at 1981. 


Full Funding Issue 


From the description of these funds we can describe the CPP at 
the present time as being partially funded. If any of the patterns 
described are adopted, the CPP will gradually move closer to a pay-go 
system. However whether pay-go is the correct funding method for the 
CPP has become the centre of keen debate. This debate intensified with 
the release of a working paper entitled, "Review of Issues in Financing 
the Canada Pension Plan" by the Ontario Ministry of Treasury, Economics 
and Intergovernmental Affairs in April 1976. In challenging this paper, 
Geoffrey Calvert in Pensions and Survival(3) comments that decisions 
for financing the CPP are "one of the major decisions of the decade in 
Canadian finance." According to Calvert, the choice of funding method 
will have the most far-reaching impact on: 
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- Federal-provincial relations; 

- Provincial spending and borrowing arrangements; 
- Present and future CPP tax rates; 

- Individual equity and windfalls from the CPP; 
- Intergenerational subsidies between people; 

- The capital markets; 

- Private enterprise. 


"Tt would therefore be a good thing if Canadians were to become 
somewhat familiar with the options that lie open, and to get some sense 
of what is quietly buried in the equally inviting looking, though sta- 
tistically dry presentations of Funds A, B and C."(4) 


THE COMMISSION'S PROJECTIONS FOR THE CANADA PENSION PLAN 


The seriousness of the decisions to be made persuaded the Commis- 
sion of the need for a complete actuarial examination of the exist- 
ing plan status as well as exploratory work on a number of possible 
approaches. 


The most current CPP statutory actuarial report at the time the 
Commission started its investigation was the third, as at December ce 


1973. The economic assumptions of this report for 1976 and later were 
as follows: 


Annual increase in average earnings, 5.5 per cent; 
Annual increase in the Consumer Price Index, 3.0 per cent; 
Annual rate of interest on new investments, 6.5 per cent.(5) 


Comparing these with more recent developments, it appeared to the 
Commission that it should carefully consider the assumptions on which 
its own work should be based, while recognizing that all assumptions 
take into account long-term trends rather than short-term movements. 
The Commission consulted a number of experts in the various fields in 
which assumptions were to be made, and determined a set of assumptions 
upon which its actuarial work for all phases of the report is based. 
This provides a consistency throughout the report which the Commission 
felt was important since it sees all phases of retirement income pro- 
vision as parts of a whole. The bases for the selection of various 
assumptions are set out in the Methodology section of this Volume. 
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Three alternative sets of economic assumptions and four sets of 
fertility assumptions were used in many of the projections to give some 
idea of the sensitivity of the results to different possibilities, alone 
and in combination. 


The Commission's Fertility Assumptions 


Table l 
The Commission's Fertility Assumptions(6) 


Net reproduction rates 


Year Low/ low Low Most probable High 
1971-74 Actual rates from Statistics Canada. 
1975-84 Rates determined linearly by interpolation 
from 1974 and 1985 values. } 
1985 -90 1.00 20 1.45 
1990 90 1.00 he 10 L380 
1995 - 90 1.00 1500 dra5 
2000 and later -90 1.00 1.00 1.00 


Source The Royal Commission on the Status of Pensions in 
Ontario, Volume V, Resource Study, "Methodology and 
Assumptions." 


The Commission's "most probable" assumption is less pessimistic 
than those adopted by many today. It reflects both a baby boom echo 
(births produced by the baby boom cohorts) and the perception that some 
of the present low fertility may arise from postponed child-bearing 
rather than no child-bearing. These concepts are discussed in the 
Resource Study, "Methodology and Assumptions," in this volume, and in 
greater detail in Volume IX in the papers prepared by Daniel Kubat, 
Sociologist to the Commission. It must be remembered that the fertility 
assumptions are important for forecasting the future working population. 
The absolute numbers in the retirement cohorts between now and 2030 have 
already been born. 


By contrast to the Commission's most probable fertility assump- 
tion, the Canada Pension Plan Statutory Actuarial Report No. 6 as at 
December 31, 1977, uses a net replacement ratio of 1 throughout for its 
Main projections and .9 for its auxiliary projections. The latter 
represents the low fertility assumption used by Statistics Canada for 
its "Population Projections for Canada and the Provinces 1972-2001." 
The Commission's work in its range of assumptions therefore includes 
both these fertility forecasts for comparison purposes. 


As we noted in the chapter on Demography, population projections 
take into account both fertility and net immigration. Recent changes in 
the Immigration Act will affect the type and age distribution of immi- 
grants, and this in itself will have interesting effects on the number 
of additional workers in the work-force and on additional births. (7) 
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There is no indication that these changes were taken into account in the 
Statutory Actuarial Report 1977 assumptions. (8) 


The Commission's Economic Assumptions 


Key assumptions for any projections for the Canada Pension Plan 
are the economic assumptions. The economic assumptions used by the 
Commission are summarized in Table 2.(9) 


Table 2 
The Commission's Economic Assumptions 


Wages and salaries Interest rates(a) 
Real Total Real Total 
Inflation Growth Growth Return Return 
(Per cent) 

A. Most probable economic scenario 
1978 Hee) -.3 10) ney! 9.0 
1979 6.0 230 8.0 PLS) 833 
1980-84 525 1.8 US 2.4 139 
1985-89 53.0 2.0 7.0 236 7.6 
1990 and later 4.0 WEN Geal: 2.4 6.4 

B. High probable economic scenario 
1978 O23 -.3 9.0 did L025 
1979 8.0 2<0 10.0 138 9.8 
1980-84 {> IES! 953 2 9.9 
1985-89 7.0 Ze0 9.0 2.6 9.6 
1990 and later’ 6.0 Peak Seal 2.4 8.4 

C. Low probable economic scenario 
1978 6.3 -.3 6.0 lee) sed 
1979 50 2.0 7.0 265 Neo 
1980-84 AS5 10 Gao Zed 720 
1985-89 4.0 250 6.0 Dad Ged 
1990 and later 2.0 Ql! Ae 2.4 4.4 


a Based on long-term government bond index (10 years and over) in- 
creased by .30 of 1 per cent to adjust to Government of Canada bonds 
with terms of 20 or more years. 

Source The Royal Commission on the Status of Pensions in Ontario, 

Volume V, Resource Study, "Methodology and Assumptions." 


If we examine some of the relationships in the Commission's most 
probable economic assumptions the following points are clear: 


a) Inflation 
The rate of 6 per cent assumed by the Commission in 1977 for 
1979 has proved to be incorrect. 1978 was also higher than 
the predicted rate. The High probable scenario is closer to 
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reality. However all scenarios forecast a decline in rates to 
more traditional levels by 1990; this decline, barring such 
shocks as that engendered by the OPEC price increases, is 
likely to reflect reality. The Commission compared the effects 
of the high probable assumptions against those based on most 
probable assumptions and was satisfied that the differences 
were not significant for long-term planning. Comparisons are 
set out in the next chapter. 


Real Wage and Salary Growth 
1978 rates reflect the presence of the Anti-Inflation Board. 


1979 returns to the expectation of the traditional growth rate 
of 2 per cent. The downswing in the period 1980-84 forecasts a 
continuing oversupply of labour while the return to 2 per 
cent in the next period reflects the predicted skilled labour 
shortage of the late 1980s. It is noted in Statutory Actuarial 
Report No. 6 that the annual real increase in earnings may have 
dropped below the traditional long-term 2 per cent to 1.5 per 
cent, although 2 per cent was used for the main projections. 
The Commission used a long-term rate of 2.1 per cent but also 
made projections based on .5 per cent above and below that 
level; we therefore have projections which can be compared with 
the Statutory Actuarial Report. 


Investment Rate of Return 


There is also a movement away from historical patterns in 
our assumption for real rate of return on investments. The 
Commission does not adopt the 3 per cent traditional rate 
but has geared the rate of return to actual experience, with 
projections based on long-term rates for government bonds. 


Since the design of the CPP requires the interest rate on loans 
to the provinces to be set in relation to rates on long-term 
Government of Canada bonds there is justification for using 
these rates, normally slightly less than the rates on private 
issuer securities. The trend line for ten-year bonds shows a 
2.25 per cent rate; by extrapolation the Commission has adopted 
a 2.4 per cent rate for twenty-year bonds of the provinces. 


Work-force Participation Rates 

A striking feature of recent years has been the increasing 
work-force participation of females. At younger ages the 
proportion of women in the work-force is quite high, and not 
much room remains for further improvement. At ages over 40, 
however, we may expect a yet higher proportion of women to work 
Outside the home. This trend is correlated with changing 
lifestyles and to some extent with the falling birth rate, 
although many women resume working as soon as possible after 
child-bearing and rely on day care facilities and care provided 
by others in the home. The evidence suggests that partici- 
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pation rates for females will continue to grow until they are 
close to those of males. The Commission's assumptions show a 
higher participation of females in all age groups than do those 
used for the Statutory Actuarial Report No. 6. 


Participation is also affected by unemployment and the tendency 
for people to spend more years at school. Retirement age 
policies also affect participation; the work-force is reduced 
by any move towards early retirement, but will be increased 
as Mandatory retirement rules are removed. The Commission 
believes participation rates for both men and women in the 
over-60 group will increase in times of high inflation. If 
more flexible retirement age policies are adopted even higher 
participation may result, but our projections are based on 
present practices. 


Other Assumptions 


Other assumptions were required before the Commission made its pro- 
jections. Where possible, the Commission adopted assumptions identical 
or similar to those used by the Federal Department of Insurance in its 
projections for Statutory Actuarial Report No. 6. It has been possible 
therefore to draw useful comparisons, (in Chapter 6) keeping in mind the 
differences in fertility and economic assumptions. 


Areas for Analysis 


Having determined its assumptions and made its population projec- 
tions for Canada, Canada less Quebec (the population base for the CPP), 


and Ontario, the Commission set about making projections for the period 
1978 to 2050 for the following aspects of the CPP: 


1. Expenditures - a breakout of amounts paid for 
a) retirement benefits, 
b) welfare benefits (disability, survivor, and orphan 
benefits), 
c) cost of indexing each of a) and b); 


2. Expenditures - in million of dollars and as a percentage of 
contributory earnings; 


3. Contributions on three bases - pay-go, partially funded and 
fully funded (entry age level cost). 


The resulting projections were used for comparisons of the effects 
on the Statutory Report funding patterns, Funds A, B, and C, defined 
previously in this chapter. In addition, the Commission tested three 
other possible designs which it designated Funds D, E, and F. These 
funds reflect the use of entry age level contribution to determine 
contribution rates for different combinations of benefit. Entry Age 
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Level Cost was determined by taking an age cohort age 18 on December 31, 
1977 and projecting the cost on the basis that the contribution rate 
would*result) in’ anil. fund for’ that cohort *ae thesendsot, aia 
contributions and all expenditures for that cohort. 


Fund D (full funding) 


All benefits and the cost of indexing for all benefits are funded 
on entry age level cost. 


Fund E 


Retirement benefits and their indexing costs are funded on entry 
age level cost and all welfare benefits and their indexing costs 


are pay-go. 


Fund F 


Retirement benefits (unindexed) are funded on entry age level cost, 
and welfare benefits and the cost of indexing for both retirement 
and welfare benefits are pay-go. 


Also developed from the projections were figures showing the fund size 
as a multiple of the benefit pay-out in the year. This is useful to 
assess a Suitable fund size. The effect of reinstating the earnings 
test used in the CPP until 1974 was also tested for Funds A, B, and C. 


We decided that special consideration should be given to the 
effects of the baby boom on the plan. We therefore made further calcu- 
lations to determine the "extra" births over the assumed normal total 
fertility rate, and projected the effects of this group on funds A, B, 
and <C..GL0) 


When we examined the projection runs for Funds A,B, and C, we found 
that the Ontario figures did not vary significantly from the Canada less 
Quebec figures. Therefore we eliminated this breakdown for further 
runs. For those interested we have included in the Appendices several 
tables showing Ontario figures compared with those for Canada less 
Quebec. Ontario ranges very close to the 50 per cent mark for expendi- 
tures, is Slightly lower in terms of unfunded actuarial liability and is 
Slightly above the average level for pay-go contributions until after 
2025. It is clear that Ontario pays and receives an appropriate share 
under the plan and there are no aberrations which appear likely to 
disturb this position for the future.(11) 


We have also included a comparison of dependency ratios between 
Ontario and Canada less Quebec, based on our most probable fertility 
assumption.(12) Again, in view of the negligible differences, we did 
not project Ontario dependency ratios on other fertility assumptions, 
but proceeded on the basis of the Canada less Quebec projections. 
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These projections give us the information we need to sort fact fron 
fantasy in the debate on the Canada Pension Plan. The most relevant 
tables are published in Appendices A to F. The complete projections can 
be made available to interested persons through the Ontario Archivist. 
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NOTES 


(1) Description of funds from Canada Pension Plan Statutory Actuarial 
Report No. 6 as at December 31, 1977. 


Se) RED sais MOAN ee ier 
(3) G.N. Calvert, Pensions and Survival, Toronto 1977, Chapter 5. 


(A) Vibideyepece7. 


(5) Canada Pension Plan Statutory Actuarial Report No. 3 as at 
December 3111973, Dp. 50's 


(6) See Volume V, Resource Study, "Methodology and Assumption." 


(7) “Methodology and Assumptions." See also: Daniel Kubat, “The 
Demography of Older Canadians," in Volume Ix. 


(8) Canada Pension Plan Statutory Actuarial Report No: 6, 1977, 
pp. 40, ££. 


(9) See "Methodology and Assumptions." 
(10) Appendix D, Tables D-14, D-15 and D-16. 
(11) @Appendix € PTables®C-9;, C=108and Ca=11 


(12) Appendix B, Table B-2 and B-3. 
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Chapter 6 


Analysis of the Commission’s Projections 


The first step in the Commission's assessment of the Canada Pension 
Plan was to forecast the future of the plan on its present funding 
pattern, based on the Commission's projections. This meant looking at 
several aspects of future cost: the effect on fund patterns A, B, 
and C; the effect on contribution rates; the effect of reintroducing 
the former earnings test; and the effect of varying the assumptions. 
Finally, the results were compared with the latest Statutory Actuarial 
Report for the plan. 


Future Cost of Existing CPP Benefits 


Assuming that the benefit structure remains unchanged and at its 
present level, the costs of the CPP on a pay-go basis expressed as a 
percentage of contributory earnings based on the Commission's most 
probable assumptions are as follows:(1) 


1978 2.36 per cent 
1980 2.86 
1990 4.61 
2000 eS 
2010 6.34 
2020 8.08 
2030 O20 
2040 BoS7 
2050 9.45 


Note that until after 1985, contribution incame at the present rate of 
3.6 per cent more than covers benefit payments. 


The cost rises steadily to about 2-1/2 times the present rate, 
but does not reach the full funding rate of 9.66 per cent discussed 
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below.(2) The cost reaches a peak in 2030 and then declines, illus- 
trating the effect of the baby boom of the 1945-1965 period. 


Future Cost of Existing CPP Benefits by Category 


Because the CPP provides disability pensions for disabled workers 
and their dependents and survivor pensions for survivors of active 
workers, aS well as retirement pensions and retiree survivor pensions, 
the Commission sought information on their respective cost. Table l 
shows costs separately for non-indexed portions of retirement pensions, 
disability benefits (called welfare benefits elsewhere in this Vol- 
ume) (3) and the costs for indexing the respective benefits,(4) as well 
as the total pay-go costs for these benefits. All costs are expressed 
as a percentage of contributory earnings to the plan for the respective 
years. Thus, in 1980, non-indexed retirement benefits account for 1.44 
per cent of contributory earnings, and indexing of retirement benefits 
m2Gnper cent, 1OL a totalsor 1.72 per cent; totalcost for all benefits, 
indexed, plus expenses, is 2.86 per cent of contributory earnings for 
the year. 


Fron Table 1 we see that "welfare" benefits account for about 40 
per cent of the total cost in 1980. As the plan matures, the proportion 
for welfare drops to 25 per cent. These figures assume a constant 
proportion of disability in the work-force; an increased propensity to 
claim disability pensions, or lowering of retirement entitlement age, 
would change the balance between retirement and welfare components. 


The indexing cost rises from 15 per cent of the total in 1980 to 
about 28 per cent after year 2000 and then to 30 per cent based on the 
"most probable" assumptions. The division of the cost into the indexed 
and non-indexed portions is sensitive to changes in assumptions for the 
rate of inflation. If the inflation assumptions were changed, total 
cost as a percentage of contributory earnings would not be greatly 
affected, but the allocation between indexed and non-indexed would be. 
It is important to realize that there is a significant cost for the 
full indexing under the plan, and that the cost of providing it does 
represent 30 per cent of the cost by 2010 - or double today's cost 
related to contributory earnings. 


Future Cost for Ontario 


The costs of CPP benefits for Ontario alone were calculated using 
the same fertility and economic assumptions but an Ontario population 
base. Costs for Ontario expressed as a percentage of contributory 
earnings were higher than for the overall plan until about year 2025, 
and then were lower. The maximum difference was about 6 per cent in 
the year 2000.(5) The higher cost for Ontario can be attributed to 
differences in the present age distribution and work-force participation 
in Ontario. The differences are significant, but not so large as to 
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suggest that the Ontario government should on this account pursue 
different policies from other provinces. 


Effect on Cost of Varying Assumptions 


The effect on costs of varying the fertility and economic assump- 
tions is shown in Table 2. 


Fertility 


The effect of varying the fertility assumptions is negligible 
until after the year 2000 when people born after 1978 begin to enter 
the work-force. Predictably, a low birth rate would require a higher 
contribution rate and a high birth rate would reduce it. The effect of 
changing the fertility rate assumption would be at its maximum in year 
2030, would diminish to 2040, and would rise again by 2050. 


As we have noted, fertility assumptions are subject to a large 
margin of error; hence, projections become progressively speculative as 
we look further into the future. However, projections are useful in 
indicating the range of effects that varying fertility could have on CPP 
costs. Thus, by the year 2020, assuming the Commission's most probable 
econanic assumption, the costs compared with the Commission's most 
probable fertility assumption would be increased by 10 per cent if we 
used the very low fertility assumption, increased by 5 per cent if we 
used the low fertility assumption, and decreased by 7-1/2 per cent if we 
used the high fertility assumption. 


Economic 


The effect of changing the economic assumption is also shown 
in Table 2. Briefly, the low and high economic assumptions are that 
inflation will be 1 per cent lower and 2 per cent higher than the most 
probable inflation rate. The most probable long-term rate is assumed to 
be 4 per cent per annum. The growth rate of average wages and salaries 
is taken as 2.1 per cent above the rate of inflation in all scenarios. 


It will be seen that the inflation rate has only a minor effect on 
total benefit payments on a pay-go basis, expressed as a percentage of 
contributory earnings. There is however some "inflation dividend" after 
1990. Costs are lower with high inflation; but the differences are not 
more than 1-1/2 per cent at any time. 


However, inflation has an important effect if the total cost is 
split between the cost of indexing and the cost of benefits before 
post-retirement indexing. Table 3 shows that the indexing cost after 
the year 2000 levels out at about 30 per cent of total costs (onethe 
most probable economic assumptions). However, it would be 39 per cent 
if inflation were 2 per cent higher and about 24 per cent if inflation 
were 1 per cent lower. 
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The reason may be explained readily. Benefits under the Canada 
Pension Plan are indexed and therefore rise with inflation. Wages and 
salaries rise with inflation, and the limits on contributory earnings 
under the CPP are also indexed. Hence inflation has little effect 
on the ratio of benefits to contributions in a particular year. If, 
however, inflation increases, the original dollar amount of pension buys 
less, and the indexing adjustment needed to maintain the real value of 
the pension must be higher. Contributions increase, since the indexing 
adjustment to contribution income is built in. As a result, while 
inflation has little effect on contribution percentage rates, it causes 
the portion of the contribution rate for the original pension to fall 
and for the indexing element to rise. Appendix G-l shows the result of 
what might be considered the worst scenario for the CPP for the future, 
within the Commission's range of assumptions, i.e., the combination of 
high economic assumptions (inflation rates continuing at 6 per cent) 
and low/low fertility rates (.9 fertility rate producing a declining 
population). Comparing the figures in Table 2 and Appendix G-l, we can 
see the "inflation dividend": from higher rates of inflation results in 
contribution rates after 1980 which are actually lower than for low/low 
fertility and most probable economic assumptions. 


Effect of Funding Patterns on Cost Projections 


Cost projections for the CPP will produce different results de- 
pending on the funding design selected. ‘The foregoing discussion dealt 
with cost on a completely pay-go basis. Once a design of partial or 
full funding is selected, different cost patterns will emerge. 


For fund A the contribution rate remains fixed at 3.6 per cent 
throughout the three phases described earlier. The ends of these phases 
have become known as the "critical years." The Commission's projec- 
tions on its most probable assumptions show the crucial years to be the 
following: (6) 


I. ‘The first ‘critical year@is(1986-— This is the first yeam the 
cash flow to the provinces from contributions is zero. In 


other words it is the first year that payments for benefits 
and expenses exceed the income produced by the 3.6 per cent 
contributions. The provinces are required to pay interest on 
their borrowings from the CPP fund, but this money is also 
available for new loans unless required for benefits. For 
several years after the first critical year, the fund continues 
to grow because interest exceeds the net outflow of benefits 
(payments less contributions). 


2. ‘The second critical year is 1991. This is the first year |the 
provinces cannot borrow any part of their interest payments. 


In other words it is the first year that payments for benefits 
and expenses exceed the contribution income plus the interest 
on the CPP fund. The fund has reached its peak and has started 
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to decline. From this point on, the provinces have to make 
capital repayments as well as paying interest on the outstand- 
ing balances. 


3. The third critical year is 2001. This is the year that the 
fund is exhausted. In other words, it is the first year that 
payments for benefits and expenses exceed the contribution 
income plus the interest plus the remaining balance in the 
fund. At this point the provinces have completely repaid 
their borrowings from the CPP fund. Unless contributions are 
increased, the plan must borrow from the federal government in 
order to pay the benefits and expenses. 


Having established the critical dates, let us examine the costs 
involved in the alternative funding pattern set out in the Statutory 
Actuarial Reports. Fund A assumes no change in the 3.6 per cent con- 
tribution rate until the fund is exhausted in the third critical year. 
Fund B assumes that contributions will be raised at least to the pay-go 
rate in the first critical year, so that the provinces do not repay 
capital; interest is paid and borrowed back, and the fund continues to 
grow by the interest because interest is not used to pay benefits. Fund 
C assumes that contributions will be raised in the second critical year, 
so that the provinces do not have to repay capital but do make annual 
interest payments which are used to pay benefits. The fund is then 
fixed in size at the end of the second critical year. 


The contributions required and the size of the fund under these 
three methods are shown in the following table. The funds in dollars 
are very large; for convenience, the funds are shown as multiples of the 
benefit outgo in the year. Under Fund B the fund continues to grow 
but not at as fast a rate as benefits. Under Fund C the fund remains 
constant but declines in relation to benefits. 


Table 4 
Comparison of Contribution Rates as a Percentage of Contributory Earn- 
ings and of the Fund Size as a Multiple of Benefits 


Contribution rates Size of fund 

Fund Fund Fund Fund Fund Fund 

A B LG A B (@ 

(Per cent) (Per cent) 

1980 3.6 3.6 3.6 GS Sa5.9 8.5 
1990 B26 4.61 33.6 4.0 Aieme 4.0 
2000 3.0 Shas be OY oo Bao wee 
2010 6.34 6.34 6.05 ~ Stoll or 
2020 8.08 8.08 (PEP - 2.4 2 
2030 9.28 9.28 9.19 - Pap si il 
2040 8.87 8.87 8.83 - Paral mall 
2050 9.45 9.45 9.43 — 220 - 


ee ee 
Source The Royal Commission on the Status of Pensions in Ontario, 
Volume V, Appendix D-l. 


is 


Full Funding Projections with Pay-go Elements 


The Commission constructed its own designs for full funding pro- 
jections. These designs are referred to as Funds D, E; and -F. These 
funds are basically those required for a fully funded Canada Pension 
Plan. The funding methods do not depend on critical dates, but spread 
some or all of the cost on a level contribution basis. We have chosen 
1980 as the starting year for the increased contribution rates. Costs 
are computed for retirement benefits, welfare benefits, and the indexing 
of these benefits. 


Under Funds D, E, and F, the plan or part of the plan is funded on 
an entry age level cost actuarial funding method, the basis often chosen 
for employment pension plans. Fund D applies this funding method to all 
benefits; Fund E applies it to retirement benefits only; and Fund F 
applies the method only to the non-indexed part of retirement benefits. 
Other benefits in Fund E and Fund F are provided on a pay-as-you-go 
basis. In each of these funds a liability exists at the beginning 
because the present population is over the assumed entry age; 1.e., part 
of the membership has been in the plan before 1980 and has not paid the 
level cost for the first 13 years of the plan's operation and the years 
before that. The level cost for these years would have been more than 
the 3.6 per cent actually paid. For our calculations, this liability is 
spread over 50 years (only 15 years would be allowed for paying off such 
a liability in an employment pension plan). 


On the Commission's most probable assumptions the contribution 
rates and the fund accumulations are as follows. The fund is expressed 
as a multiple of the benefits paid in the year. 


Table 5 
Comparison of Contribution Rates as a Percentage 
of Contributory Earnings 


Contribution rates 


Pay-go D E li 
(Per cent) 
1980 2.86 a2. 5D “239748 6.98 
1990 4.61 12458 10.62 S273 
2000 Ses 2.53 eee Le 9431: 
2010 6.34 4 PES | 11.24 9,59 
2020 8.08 12s 55 11.40 10.08 
2030 9.28 9.66 9.38 O18 
2040 8.37 9.66 Oa) 9.30 
2050 9.45 9.66 9.40 9.32 


Source Royal Commission on the Status of Pensions 
in Ontario, Volume V, Appendix D-4. 
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In its analysis the Commission isolated costs for welfare benefits 
and for indexing both retirement and welfare benefits. The object was 
to explore areas of possible compromise whereby retirement benefits 
might be fully funded and other elements would be on a pay-go basis. 
The pay-go arrangements for the other elements would then follow the 
OAS which is paid on a current basis out of government revenues. The 
difference would be that OAS is paid for by all taxpayers while the CPP 
pay-go elements would be paid for by all contributors to the CPP. It 
was also a question of what proportion of the CPP would be taken up by 
disability benefits in the future. The projections show that expend- 
itures for welfare benefits (assuming the same degree of utilization as 
at present) will actually decline from their present 40 per cent to 25 
per cent of retirement benefit costs. Concerns that the welfare element 
will outweigh the retirement aspects of the CPP appear to be unfounded. 
Looking at Table 5 and the contribution rates required for each of 
Funds D, E, and F we see that contribution rates for full funding (Fund 
D) are not greatly in excess of those for Funds E and F with various 
cambinations of full and pay-go arrangements, except during the first 
ten or fifteen years of the fifty years during which the unfunded actu- 
arial liability is being paid off. Once we reach 2030 and the unfunded 
liability is paid the rates for each of the Funds D, E, and F are very 
similar. They are also close to the pay-go rate. Turning to fund size, 
we see from Table 6 that the funds generated by patterns from Funds D, 
E, and F would be enormous, both in total dollars and as a multiple of 
current benefits. 


Table 6 
Comparison of Fund Size in Billions of Dollars and as a Multiple of 
Current Benefits 


Billions of dollars (rounded) Multiple of benefits 

Fund Fund Fund Fund Fund Fund 

D E FE D E F 
1980 25 28 21 dala] 10.6 EY) 
1990 219 iwi0) 124 24.6 Is) 13e9 
2000 7A2 556 B92 Seats. 2459 Thc 
2010 1,854 a5 5 POLO 36.6 2017 WS hss 
2020 4,247 Be o23 27206 BS. 1 27°15 137 
2030 8,860 6,855 4,607 sons 2635 7.6 
2040 167,789 12 915 8,670 Bisel 27.0 131 
2050 B17 O26 24,379 67370 BBey DS 3 Lass 


Source Royal Commission on the Status of Pensions in Ontario, Volume V, 
Appendix D-4. 


The implications of these fund projections for both the Canada 


Pension Plan and the finances of the Government of Ontario are discussed 
in the next chapter, which deals with the funding debate. 
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Effect on Cost of Reintroduction of the Earnings Test 


When the CPP was instituted, a person between age 65 and 70 was 
not entitled to receive his full retirement pension from the CPP while 
he had earnings from employment. The test encompassed $1 offset in 
retirement benefits for each $2 of earned income from 18 to 30 per 
cent of the YMPE, and $1 for each $1 of earned income in excess of 30 
per cent of the YMPE. This followed the practice in the U.S. Social 
Security program, whose primary objective "was to help prevent eco- 
nomic insecurity due to loss of earnings in retirement by providing 
cash income for those who had substantially withdrawn from the labour 
force."(7) The U.S. system continues to impose an earnings test until 
age 72. In Canada, however, the earnings test was removed from the CPP 
in 1974 and from the Quebec Pension Plan in 1975. 


The Commission decided to ascertain the cost effect of reintro- 
ducing the earnings test in its original form. The effects, based on 
the Commission's most probable assumptions, are shown in detail in 
Appendix D-9 to D-13. The following conclusions can be drawn from the 
projections: 


— With the earnings test, pay-go contributions are reduced by 
approximately 4 per cent (see Appendix D-9). For example, 
pay-go costs in 1980 are 2.73 per cent with the earnings test 
and 2.86 per cent without; in 2020, 7.76 per cent as opposed to 
8.08 per cent, and in 2050, 9.08 per cent as opposed to 9.45 per 
cent. 


- The full funding contribution rate is about 2.2 per cent lower 
with the earnings test (9.35 per cent as opposed to 9.56 per 
cent) while the 50-year amortization payment of the initial 
entry age unfunded actuarial liability is about 6 per cent lower 
(2.7 per cent as opposed to 2.87 per cent). The combination of 
the two cost factors for tull tundingmis. 30 per “cent slower 
(12.05 per ‘cent as opposed to 12.43 percent) (see Appendix 
D=-13). 


- Under Fund A the maximum fund occurs in 1993 instead of 1992, 
and the fund is exhausted in 2003 rather than 2001 (see Appendix 
D-10). (The significance of these dates will be discussed later 
in this chapter.) 


Reintroduction of the earnings test would therefore result in pos- 
sible cost savings. To make this change means moving from all absolute 
entitlement at age 65 to the U.S. practice of income replacement after 
substantial retirement from the labour force. This would require a 
major policy change. 
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Comparison of the Commission's Projections with Statutory Actuarial 
Report No. 6 


The Commission decided to undertake its own projections of the 
CPP because of the criticism directed at some of the assumptions in 
Statutory Actuarial Report No. 3 as of December 31, 1973. However, 
during the course of the Commission's work, Statutory Actuarial Report 
No. 6 as of December 31, 1977 was released. This report updated the 
federal Department of Insurance projections for the CPP. A comparison 
of Report No. 6 and the Commission's projections is useful to assess the 
Significance of differences in assumptions. Appendix E is a complete 
summary and comparison of the report and the Commission's work. The 
more important differences are: 


1. Ultimate rates of growth in real wages (earnings less infla- 
tion) were established at 2.1 per cent by the Commission and 2 
per cent by the Department of Insurance. This is a significant 
change for the Department, since it used a 2.5 per cent real 
rate in the 1973 valuation. The change resulted from leaving 
the assumption for average growth in earnings at 5.5 per cent 
and moving the inflation rate from its previous level of 3 per 
cent to 3.5 per cent. 


2. The Department's rate of investment return was kept at its 
former level of 6.5 per cent. With a 3.5 per cent inflation 
rate this assumes a real rate of return of 3.0 per cent. This 
compares to the Commission's ultimate real rate of 2.4 per 
cent. 


3. Although the ultimate fertility rates reached by both groups 
were virtually the same, the key difference is the Commission's 
use of the "baby boom echo" as recommended by Kubat for the 
period ending in 1995, providing a higher fertility rate to the 
year 2000. 


4, A major area of difference occurs in the immigration assump- 
tions. The Commission started with a net annual figure (immi- 
grants less emigrants) of 60,000 and increased this by 1/2 of l 
per cent per year to an ultimate fixed level in the years 2000 
and later. The Department of Insurance on the other hand, took 
net immigration at a constant .465 per cent of each year's 
total population. The additional population resulting from 
this higher net immigration assumption has a significant impact 
on pay-go contribution rates. For example, the 8.73 per cent 
Ppay-go rate for the year 2050 on the Department's assumptions 
becomes 9.45 per cent if net immigration is frozen at 100,000 
per year as the Commission has done. The Commission's assump- 
tion for net immigration may be somewhat on the low side, but 
the divergence becomes most noticeable in the distant years of 
Our projections. 


2) 


5. The Department and the Commission used identical mortality 
rates. Extension of the improvement in mortality from the year 
2000 to the year 2050 has resulted in an increase in pay-go 
contribution rates of about .5 of 1 per cent by the year 2050. 
If life expectancy does not improve to the extent projected, 
pay-go costs will be somewhat lower. 


Even with these differences we find that the Department's projec- 
tions and those of the Commission do not diverge greatly in any aspect. 


Statutory Actuarial Report No. 3 as at December 31, 1973 estimated 
that with the amendments to the plan (which were subsequently adopted) 
the first critical date, i.e., when contributions equal payout, would be 
as early as 1982. Report No. 6 at December 31, 1977 has put this date 
back to 1985 based on the new projections. The Commission's projections 
set the date at 1986. The following chart compares the estimates of the 
critical dates: 


Table 7 
Canada Pension Plan — Critical Years 


1978 

CPP actuarial report 196621969" 197 25R 1973 LOTS 1977 Royal 

No.3 No.4 No.6 Comm. 
Year benefits first 
exceed contributions 1981 1985 1985 1985 1982 1985 1986 
Year benefits first 
equal contributions plus 
interest 1986 1995 1996 1995 1988 1990 1991 
Year-fund 2S <efirst 
exhausted 2001 2014 2008 1999 2003 2001 


NOTE - The CPP has been improved on several occasions. 
- The "1973 proposed" plan is basically the plan now in force. 
- The above dates are estimated from the CPP Actuarial Reports, 
some of which give figures at five-year intervals only. 
- Where the report gives several projections, the intermediate has 
been used. The 1966 figures assume 4 per cent inflation. The 
1969 and 1972 figures assume "reasonable stability." The 1977 
figures assume a narrowing between the rate of increase in 
earnings and increase in prices. 
- The Royal Commission projections are based on its most probable 
assumptions. 
Source The Royal Commission on the Status of Pensions in Ontario, 
Volume V, Appendix E. 
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Pay-go contributions using Fund B design are very close for the two 
sets of projections until 2000. ‘Thereafter they diverge significantly, 
so that by 2050 the Commission's rate of 9.45 per cent is nearly 8 per 
cent higher than the Department's 8.76 per cent.(8) Lower immigra- 
tion, higher inflation, and slightly higher growth in real wages in the 
Commission's assumptions have led to this result. 


Some further contrasts in the population and financial results of 
the projections are shown in Appendix E-3, including: 


1. The population projected by the Commission for the year 2050 is 
about 87.5 per cent of the one projected by the Department of 
Insurance. This reflects primarily differences in immigration. 


2. Absolute dollar expenditures projected by the Commission are 49 
per cent higher than for the Department of Insurance projec- 
tions but contributory earnings are also considerably higher 
for the Commission's projections due to the higher assumptions 
for growth in earnings and therefore higher amounts from 
contributions. 


3. The fully funded rate for the Commission is higher than the 
Department's (9.56 per cent against 8.04 per cent) in part 
because of the lower real rate of return on investments. A 
change in the real rate of return by the Department of Insur- 
ance from 3.0 per cent to 2.5 per cent leads to a 9.38 per cent 
entry age cost which is very close to the 9.56 per cent rate 
developed by the Commission. 


4, The initial unfunded entry age actuarial liabilities developed 
by the Department of Insurance are lower than for the Commis-— 
sion projection which is $98.5 billion. The Department's pro- 
jections are $81.3 billion for the Department's most probable 
scenario which uses a 3.0 per cent real rate of return, and 
$84.4 billion with a 2.5 per cent real rate of return. The 
unfunded liability difference also arises from the Commission's 
higher assumption for growth in earnings. 


Comparison of results of the two sets of projections for Fund C on 
a number of alternative assumptions will be found in Appendix E, Tables 
E-4 and E-5. 


Statutory actuarial reports on the CPP are designed to give policy 
makers ample notice of decisions to be made. The Commission's pro- 
jections and those of the Statutory Actuarial Report No. 6 are so close 
that the Commission is satisfied that the critical dates shown by the 
Department of Insurance can be relied on for the purpose of making 
policy decisions. Postponement of the earliest time when contribution 
rates would have to be raised from 1982 to 1985 or 1986 gives more time 
for decision making; but it should not be used for procrastination. A 
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decision should also be made now on the ultimate disposition of the 
fund. If for instance, the fund is to be allowed to run out after the 
turn of the century, the provinces should be given notice now, since the 
repayment of the borrowed capital may be a particularly heavy burden on 
some provinces. Consideration of policy alternatives is set out in the 
Commission's recommendations. 
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NOTES 


(1) 
(2) 


(3) 


(4) 


>) 
(6) 
(7) 


(8) 


See Appendix C-4. 


The fully funded contribution rate is 9.56 (expenses of .1 per 
cent omitted) + 2.87 to amortize the existing unfunded liability 
over 50 years, for a total required contribution rate now of 12.53 
per cent. The pay-go contribution rate never meets the fully 
funded rate if the GNP in real terms (that is with inflation 
discounted) is rising, due to growing population or growing 
productivity per capita. The workers who support the pension load 
today, say at 10 per cent of today's GNP, will, when they retire, 
receive more than that, namely 10 per cent of GNP in a future 
year. This fact is sometimes referred to as the "social insurance 
paradox." 


"Welfare benefits" includes disability pensions and surviving 
spouses' and orphans' pensions arising from the death of an active 
worker. Survivor pensions arising from retirement benefits have 
been included in retirement benefits. See Volume V, Resource 
Study, "Methodology and Assumptions." 


Indexing cost is for post-retirement adjustment of benefits 
according to movements in the Consumer Price Index. 
Pre-retirement adjustments of contributory earnings, based on the 
Average Industrial Wage, are included in projections of initial 
retirement benefits. 


See Appendix C-9. 
See Appendix D-3 for detailed projections. 


Wm. C. Greenough and Francis P. King, Pension Plans and Public 
Policy. 


See Appendix E-2; and Statutory Actuarial Report No. 6, p. 7. 
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Chapter 7 


Problems in the Funding Design 
of the Canada Pension Plan 


When the CPP was adopted in 1965 specific decisions were made on 
its funding design. These decisions produced a hybrid design which 
involved both pay-go elements and fund accumulation. The pay-go con- 
tribution rate required at that time was less than 1 per cent, but the 
decision was made to fix a 3.6 per cent contribution rate. Funds not 
needed for current benefit payments were then available for provincial 
borrowing. At the outset it was understood that major decisions would 
have to be made in 20 or 30 years' time about the course of CPP opera- 
tions because the fund would be ultimately exhausted and contribution 
rates would have to rise. 


Had the original decision been to finance the CPP on an entirely 
pay-go basis, today's concerns would be relatively simple, though 
perhaps controversial to the extent that pensions are viewed as an 
increasingly heavy burden on the active labour force. The need for 
higher contribution rates would be evident; but the increments would be 
gradual and, over a fairly long period, predictable according to the 
retirement rate of present contributors. 


Instead, the controversy has raged around three perceived, though 
not necessarily real, problems: 


1. The potential exhaustion of the fund has conjured up the 
spectre of bankruptcy, with thousands of disillusioned retirees 
whose CPP benefits must therefore remain unpaid. The promi- 
nence given by the press to this highly fanciful scenario seems 
to have created widespread cynicism about the plan. No doubt 
it has also created much unwarranted anxiety among the millions 
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of Canadians who count on CPP benefits as a large portion of 
their retirement income. 


2. The possibility, based on low birth rates, that the number of 
workers available to support the retiring baby boom of the 
postwar era will be so small that there will be revolution 
rather than submission to onerous contribution rates. This 
problem is also stated in terms of the inequity of intergener- 
ational subsidies. 


3. The theory that a pay-go public pension results in lower 
personal savings - hence a loss of capital to increase produc- 
tivity and national wealth. Presumably a fully funded plan 
would create capital and produce real growth in the economy. 


The Commission has directed its attention to each of these problems and 
the effect on the Canada Pension Plan of several possible solutions. 


PROBLEM NUMBER 1 — BANKRUPTCY OF THE CPP 


The first problem arises from funding design. A fund has been 
created which in 1978 stood at about $14.3 billion. Statutory Actuarial 
Report No. 6 has set out possible funding patterns under the desig- 
nations Fund A, Fund B, and Fund C. The Commission's projections for 
these funds are described in the preceding chapter and compared with 
those in Report No. 6. Other funding options may be conceived, but the 
three used in the Statutory Actuarial Report illustrate possibilities 
for future policy decisions. In that context we find the critical years 
described earlier, i.e. the times forecast for the various events to 
take place. The Commission projections are within 2 years of the 
critical years set out in Report No. 6. Depending on which option 
- Fund A, B, or C -— might be selected, the critical year indicates 
when some decision must be made as to changes in the funding design. 
Questions for CPP policy-makers include the following: 


- whether to raise the contribution rate and by how much; 
- whether to cut benefits and by how much; 


- whether to change the contribution base to increase 
contributions; 


- whether to change entitlement age to reduce benefits in the 
short run. 


There are many possibilities for change. The mandate of this Commission 


is to consider the options and recommend a suitable course to the 
Province of Ontario. 
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The first problem involves a misunderstanding of the effect of the 
third critical year under Fund A, when contributions plus interest plus 
fund assets equal benefit payout (2001-2003). At that time the fund 
will indeed be exhausted. This does not mean that the CPP is thereby 
bankrupt. It does mean that some change in financing will have to be 
made before then to provide the money required to pay the benefits due 
in the next year. 


Sometimes the unfunded actuarial liability of the CPP, calculated 
as it would be for a private pension plan, is pointed to as an indica- 
tion of the precarious position of the CPP. The unfunded actuarial 
liability on an entry age level cost basis for funding as projected by 
the Department of Insurance at December 31, 1977 is between $81 and $85 
billion. This liability, estimated by the Commission at $98 billion, is 
the amount which would have to be paid into the CPP in 1978 which, with 
future contributions and interest on the fund would pay for all benefits 
of those now aged 18 and over. However, to relate this liability to the 
soundness of the Canada Pension Plan, which is premised on continuance 
in perpetuity, is meaningless. Like the fear of bankruptcy it indicates 
an imperfect understanding of the nature of a social insurance program. 


A final facet of Problem No. 1 is what has been labelled "Ghost 
Funding"(1) in the press. Nearly all of the assets in the CPP fund are 
paper promises of the provinces to pay back the borrowed money with 
interest.(2) Borrowings are made through non-marketable provincial 
securities having a term of 20 years, with interest at the average 
market yield on 20-year Canada bonds applicable at the time of the 
issue. It is argued that there are no "real" assets to back up the 
pramises of benefits under the CPP, and that by some sleight-of-hand the 
provinces have drained away the cash and replaced it with paper. The 
less-than-market rate of interest on the securities has been combined 
with "Ghost Funding" allegations to attack the credibility of the whole 
CPP fund design. Although CPP security depends ultimately on the taxing 
power of the provinces to repay their obligations, it is important that 
the public have confidence in the plan. The need for CPP funds to 
be invested in a different fashion is discussed in the Commission's 
proposals. 


PROBLEM NUMBER 2 — SUBSIDIES 
There are three types of subsidies in the CPP as it now stands: 


1. When the plan was set up, no benefits were paid to those who 
had made no contributions, and only partial benefits were paid 
to those who had contributed for less than ten years. However, 
by 1976 full benefits were payable to those who had contributed 
for ten years. This short transition period means that those 
retiring and qualifying for benefits at the present time 
receive maximum benefits but have contributed for well under 
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half of their working lives. Therefore, they receive very 
substantial subsidies. The subsidy is greater than it is for 
those retired before 1976 who could not receive full benefits, 
and also greater than for those who will retire in future, who 
will have contributed longer. Moreover, contributions were 
established at a low rate which will have to be increased in 
the future. This favours those retiring in the early years and 
those with higher incomes. For example, someone who reached 
age 65 in 1976 had contributed only 1.8 per cent of contribu- 
tory earnings for only ten years (matched by the employer) and 
received a pension for life equal to 25 per cent of his or her 
average pensionable earnings, adjusted for inflation. 


The first subsidy can be defended as necessary to ensure that 
the plan came into full operation in a reasonable time. The 
fast maturing of the plan has obvious advantages. If benefits 
were strictly related to contributions paid, then since contri- 
butions start at age 18 and retirement age is 65, it would be 
47 years before anyone could claim the maximum pension. The 
pensions produced even today would be quite inadequate. 


Since the CPP is earnings-related and contribution rates are of 
equal percentage throughout the range of covered earnings, 
those with higher earnings benefit more proportionately. For 
retirements in a particular year, the subsidy is roughly pro- 
portional to earnings up to the earnings ceiling, which means 
that it is higher for people with higher incomes. Some who 
regard the contribution as a tax therefore criticize the design 
as "regressive." 


This subsidy should not be considered in isolation, since OAS 
and GIS are part of the package and were reorganized about the 
time that the Canada Pension Plan was introduced. Subsidies to 
the higher paid in the Canada Pension Plan are to a large 
degree balanced by subsidies to the lower paid under OAS and 
GIS. 


Much has been written about intergenerational subsidies in the 
CPP, particularly those arising from the baby boom. The argu- 
ment is that on a pay-go basis contribution rates will have to 
rise sharply when the baby boom population reaches retirement; 
if the work-force has not expanded proportionately the workers 
will face a very heavy burden. In this way the baby boom 
cohorts who paid for a proportionately smaller retired group 
while they were active will not in fact have paid the price 
for their retirement during their working lives. Funding to 
provide cost control, as in a private plan, therefore becomes 
relevant for a social security plan and is the crux of problem 
number 3. 
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Intergenerational subsidies differ in important respects under full 
funding, partial funding and pay-go arrangements. 


Full funding produces the highest contribution rates, but it 
virtually eliminates intergenerational subsidies. Contributions would 
have to be very high to remove all subsidies; to remove them for the 
average future entrant to the system would increase the contribution 
rate from 3.6 to 12.53 per cent in 1980, reducing to 9.66 per cent by 
2050 by which time the unfunded liability would have been paid off.(3) 
An enormous fund would also be created, the use of which by government 
raises important policy questions. 


Pay-go requires the smallest contributions in the early years, but 
because Of Our population structure will require sharply increased 
contributions about 2020, rising to 9.28 per cent by 2030. This in turn 
means large intergenerational subsidies. No fund is developed, since by 
definition revenue from contributions is equal to benefit payments. (4) 


Partial funding steers a middle course between full funding and 
pay-go. A fund is created during the time contribution levels exceed 
those required for benefit payments; after that, they rise more or less 
in concert with benefit payments if the population distribution remains 
stable. Intergenerational subsidies will be reduced during the time the 
fund continues to be built up. The operation of the present CPP design 
results in partial funding. 


The effectiveness of using a fund for cost control depends on 
interest accruing to the fund. Under existing provisions, CPP fund 
assets have been loaned to the provinces at interest rates below market 
rates. The rate is determined by the rates on long-term Government of 
Canada bonds, which after 1965 were low by current standards since 
there were few new issues. Because of this criticism or for financial 
reasons, the Government of Canada has recently issued new long-term 
bonds with current market rates. This has had the effect of increasing 
the rate on CPP monies lent to the provinces. However, the rate on 
Government of Canada bonds is traditionally below that paid on pro- 
vincial bonds; therefore the CPP fund will continue to represent an 
attractive money source for the provinces. The existing investment 
arrangement falls somewhat short of the best position for maximizing 
interest return, and so adversely affects the cost control aspect of 
funding. 


The question of the size of the fund created if full or even 
partial funding were adopted to minimize intergenerational subsidies is 
discussed with the economic effects of full funding below. 


It is also necessary to consider how acceptable the intergener- 


ational subsidy may be to society. From the first, the subsidy was 
recognized and accepted on the basis of a social contract: 
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"In return for making a contribution toward the cost of pensions to 
the current generation of retired wage earners every participant 
acquires a right to a certain position within the income structure 
of the society when he eventually retires. That acquired right 
implies an obligation on the following generation to meet the cost 
of his benefits."(5) 


In order to assess this problem, especially with regard to the baby 
boom population born between 1945 and 1965 over which there has been 
sO much concern, the Commission undertook a series of projections to 
develop the financial effects of the extra population arising from the 
baby boom on the Canada Pension Plan. Full details of these projections 
appear in Appendix D-14 to D-16. 


The technique used was to isolate the "extra population" by assum- 
ing a "normal" fertility rate for the period 1945-1965 in line with 
historical fertility rates for the period 1926-1975 and by deducting the 
"normal" population projected on this "normal" fertility rate from 
the actual population. The difference between the two represents the 
"excess" population of the baby boom. The methodology used is des- 
cribed in detail in Section 6 of the Resource Study: "Methodology and 
Assumptions." Pay-go rates for the Canada Pension Plan for the "normal" 
and the "excess" population were then projected. The following table 
for Fund C, based on the Commission's most probable assumptions, shows 
some interesting results: . 


Table 1 

Fund C, Canada Pension Plan - Comparison of Critical Years and Pay-go 
Rates for "Normal Population"(a) and Total Population including Baby 
Boom Excess 


Canada less Quebec 


Total population Excluding baby boom 
1. Year cash flow first negative 1986 1984 


2. Year cash flow, when negative, 
equals fund interest (fund 
remains stable) 1991 1989 


3. Pay-go contributions in 
subsequent years 


(Per cent) 
2000 Se 6.21 
2010 6.05 6.94 
2020 Tao 8.26 
2030 9.19 8.90 
2040 8.83 S.9L 
2050 9.43 9.34 


a Projection using historical trend fertility rates for the period 
1945 °to..1965. 


Source Royal Commission on the Status of Pensions in Ontario, Volume V, 
Appendix D-16. 
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From the table it is clear that until 2030 the presence of the baby 
boom population results in a lowering of pay-go costs for the CPP, and 
also an extension of time for the events of the critical years. Only in 
2030 do we find the baby boom causing increased cost to the plan, and 
then only by .29 per cent of contributory earnings. By 2040 the extra 
population is having less effect on the rates required and by 2050 
the effect of the baby boom positively or negatively has virtually 
disappeared. 


The explanation is that the extra population cannot be considered 
as an isolated group that contributes, draws benefits, and when the last 
person dies, leaves the plan as it was before. The extra people will 
have children and grandchildren, so that the contribution income never 
reverts to what it would have been without the baby boom. To a large 
extent the extra pensions that will be paid to those born when the 
birth rate was high will be provided by the contributions of their 
descendants. While it is true that these projections are based on the 
Commission's most probable fertility assumption, which is somewhat 
more optimistic than that of Statistics Canada, the spread within the 
Commission's low/low fertility assumption and its most probable fertil- 
ity assumption is not so great that we could expect wide divergences in 
the pay-go figures. Any large difference is offset by the Commission's 
use of a more conservative immigration assumption. See also Appendix 
G-7 which shows virtually the same cost pattern for Fund C using the 
Commission's low/low fertility and high econamic assumptions. 


The Commission therefore concludes that the intergenerational 
transfer in 2030 is neither as large nor as abrupt as some commentators 
would have had us believe, even if no steps are taken now to smooth out 
the inevitable increase in contribution rates. 


In assessing the possibility of workers refusing to pay for re- 
tirees in the future, it is important to realize that the process of 
increased contributions is likely to be gradual and therefore accepted 
by each cohort of workers as one of the conditions applying to the 
work-force at that particular time. Had the present rates of income tax 
in Canada been projected in 1917 when the Income Wer Tax Act was passed 
it is entirely possible that similar predictions would have been made 
about the future of income taxes and any government which sought to 
impose them. 


Nor must it be forgotten that any increase in the real growth in 
the economy beyond that projected between now and 2030 will ease the 
burden for the active workers. To test the validity of this propo- 
sition, the Commission made projections for an increase of .5 per 
cent in the growth of real earnings above the most probable economic 
assumption, and for a decrease of .5 per cent. For Fund C the effects 
on the critical dates and required contribution rates were as follows: 
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Table 2 
Effect on Fund C of Variations in Real Growth in Earnings 


Real growth Most Most Most 
in earnings probable probable -.5% probable +.5% 


1. Year cash flow first 
negative 1986 1985 1986 


2. Year cash flow negative, 
equals fund interest, 


(fund remains stable) ESOT 1990 1992 
3. Year fund first becomes 
negative 2001 2000 2002 
4, Pay-go contributions in 
Subsequent years (Fund C) (Per cent) 
2000 5.07 5732 4.84 
2010 6.05 6.35 Sw 
2020 Te92 S231 7256 
2030 9.19 9.68 875 
2040 8.83 9.36 83.35 
2050 95.43 9.98 8.94 


Source Royal Commission on the Status of Pensions in Ontario. 


Real growth above that projected on the Commission's most probable 
assumption therefore reduces the cost to the active workers. Real 
growth below that projected will increase the cost and therefore the 
burden. Because the economic future is difficult to forecast accurately 
except as to long-term trends and relationships, we can only assess the 
effects of a range of possibilities. In the Commission's opinion, the 
burden for the active work-force in the future is not undue even with 
the lower real growth in earnings (assuming no increase in benefits as a 
percentage of earnings). 


Finally, the adoption of full funding is only one way in which to 
exercise cost control in the CPP. In the Commission's opinion the 
problem of the intergenerational subsidy is not so great as to warrant a 
change to full funding. 


PROBLEM NUMBER 3 - DOES PAY-GO SOCIAL SECURITY DEPRESS SAVINGS? 


Those recommending full funding of the Canada Pension Plan stress 
the possible effects of pay-go financing on the economic health of a 
country. One theory is that such financing for retirement programs has 
the undesirable effect of lowering personal savings rates. Chief among 
the proponents of this theory are Martin Feldstein and Alicia Munnell of 
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the United States. If savings rates, the argument goes, are lower, new 
Capital for production of wealth (goods and services) is less available 
and therefore the country is less well off. ‘The argument relies on the 
hypothesis that with the introduction of socialized protection the 
individual will save less for his or her own security and instead will 
increase current consumption. Feldstein estimates that social security 
wealth reduced the level of personal saving in the United States in 1971 
by about 50 per cent, and that this reduction in turn reduced U.S. 
capital stocks with a resulting reduction in annual GNP. 


This argument was adopted by the Ontario Ministry of Treasury, 
Economics and Intergovernmental Affairs (TEIGA) in a paper presented 
to the Commission. The paper advanced the position that the public 
retirement programs in Canada (OAS, GIS, and CPP) between 1952 and 1975 
lowered the rate of personal savings by 3.1 per cent, resulting in a 22 
per cent reduction in personal savings from disposable income. The 
result for 1975 was to reduce the level of savings by $3.5 billion and 
to create a cumulative decline in savings of about $18.9 billion.(6) 


It was argued that if the Canada Pension Plan were fully funded 
instead of on its present basis, pension fund assets would be much 
higher, with the result that: 


"Translated into economic terms, the extra growth that would result 
in the Canadian econany had these funds been created and invested 
in the private sector eventually would finance campletely the bene- 
fits paid under the Old Age Security, Guaranteed Income Supplement 
and Canada and Quebec Pension Plans. ‘Thus, instead of supporting 
the elderly by redistributing income from the work force to the 
retired, they could be supported from the dividend of real econaonic 
growth."(7) 


To assess the validity of the theory that public retirement pro- 
grams depress rates of personal savings is therefore of importance 
before embarking on a course of full funding. A resource study to 
this volume is a review of the econamic literature on social security 
funding prepared for the Commission by Arthur Donner and Fred Lazar.(8) 
Commenting on the theory advanced in the TEIGA paper the authors con- 
clude as follows: 


"From our survey of the empirical and theoretical issues surround- 
ing the appropriate means for financing a public pension system, 
we conclude that the assertion that the modified pay-as-you-go 
financing technique is inappropriate does not hold up under close 
analysis. The evidence on the impact of pay-as-you-go public 
pension financing on personal saving is so ambiguous that it should 
be ignored. In any event, personal savings account for a fairly 
small proportion of national savings in Canada even though the 
personal savings rate is presently at an all-time high, and thus 
the pension versus savings question is far from crucial. The 
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related concern that the presently underfunded CPP/QPP has caused 
below optimum levels of capital formation in Canada should also be 
ignored as a real issue. The evidence supporting this proposition 
begins with the unfounded assertion that national savings are 
suboptimal and requires the acceptance of a variety of completely 
unrealistic assumptions about the Canadian economy. Indeed, we 
commented at some length on the lack of reliability and applica- 
bility of the assumptions linking theoretical long-term growth 
models to the Canadian economy. 


"As to the point that a fully funded CPP would generate a higher 
real rate of return to pension contributors, we note that this 
depends upon what, in our view, is an inappropriate series of 
rate-of-return comparisons. Critics of pay-as-you-go funding 
point out that the correct rate of return to be used in comparison 
between pay-as-you-go and funded systems is not the real rate of 
interest that has been earned in the past, but the social rate of 
return on capital. We argue that there is no reason to make such a 
sharp distinction between the social rate and the private real rate 
of return to capital measures in this context, since there is a 
supposition here that corporations, and not the individuals in the 
economic system, bear the burden of corporate taxes. 


"Further, in order to earn a return approximating the 10 per cent 
estimated real social rate estimated by Jenkins for Canada, the 
amount accumulated in a fully funded system would have to be in- 
vested solely in equities. As the data in Table 5 indicate, the 
real rate of return on equity investment has been rather dismal 
during the past five years, but on a fifty-year basis has been 
in the 5 to 6 per cent range, a level slightly in excess of the 
natural growth rate of the economy. If the fifty-year rate of 
return to equities were earned in the future, then investment of 
funds in equities under a fully funded system would be preferable 
to a pay-as-you-go system yielding a rate of return somewhere in 
the 3 to 4 per cent range; and, if that were the case, then the 
implicit real rate of return to a pay-as-you-go scheme appears 
about as attractive as substantial long-term public investment iy 
equities. Under pay-as-you-go, there would not be the additional 
concern that a large public pension fund would swallow up most of 
the stock of equity capital in Canada. 


"Finally, there remains the problem of the extra large dose of 
economic deflation Canada would experience if full-investment 
funding were adopted when the economy already has a high volume of 
underutilized labour and capital. Indeed, though the plan might 
increase the volume of national savings by building up a large 
investment pool of funds, the effect could be quite the reverse, as 
the paradox of thrift would likely come into play." 
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In addition to these difficulties with the economic arguments for 
full funding, the Commission has some other concerns about espousing 
full funding for the CPP. 


Use of a Social Security Fund aS an Economic Tool for Raising and Lower- 
ing the Acceptable Rate of Personal Saving in the Economy 


The CPP is designed to provide a source of income in retirement. 
Its goals should be to provide this income in the cheapest, most effi- 
cient, reliable manner possible. If a new goal is added - i.e., the 
manipulation of the economy through the fund on the basis that more 
wealth can be created - we encounter a conflict of objectives. If 
full funding were adopted before the first critical date of 1985 or 
1986, contribution rates would have to be increased almost immedi- 
ately from 3.6 per cent to somewhere between 8.78 per cent to 12.53 per 
cent depending on the method chosen for funding welfare benefits and 
indexing.(9) A sudden increase of this magnitude, or even a gradual 
increase to this level over a number of years, could create dislocations 
through increased employer costs and a disincentive for individuals to 
save in other ways. Even if the fund were used to increase the real 
growth in GNP in time, the short-run dislocation cannot be ignored. If 
contribution rates were increased only over a long period, the time 
lag would probably offset much of the benefit from the lessening of 
intergenerational subsidies. 


How Large a Fund Would be Created by Full Funding? 


The CPP fund in 1978 stood at about $14.3 billion. The Commis- 
sion's projections for Fund C show that in the year 1991 the fund would 
have peaked and would remain constant at $36.1 billion, at a level four 
times the total benefit payout for that year.(10) For the same year 
with full funding (Fund D) the Commission projects the fund to be $251.2 
billion with a multiple of 24.6 times the then current payout.(ll) By 
2030 with full funding, the fund would be just under $9 trillion(12) 
with a multiple of 33.9 times the then current payout of $261 billion. 


Can Such a Large Fund be Utilized in the Canadian Capital Market? 


Donner and Lazar point out that to maximize the return required for 
the economic benefits of full funding it would be necessary to invest in 
equities. At the present time, available investment opportunities in 
equities in Canada are shrinking. Total financial assets in Canada at 
the end of 1977 were about $899 billion. Total financial assets of 
financial intermediaries in Canada at the end of 1977 were an estimated 
$450 billion.(13) Already the $40 billion representing funds invested 
through private pension plans and RRSPs exceeds the market value of the 
outstanding publicly traded portion of the 300 stocks of the composite 
index of Toronto Stock Exchange, and is more than half the assets of 
the top fifty industrial corporations in Canada, excluding the oil 
companies. 
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Even the fondest hopes for an econamic boom in Canada in the last 
quarter of this century cannot envisage capital requirements in equity 
and debt securities together which could accommodate growth in capital 
in the CPP fund from $14.3 billion to $700 billion by the year 2000 and 
still allow for any private investors in Canada. 


In the Donner-Lazar paper, the highest forecast in growth of assets 
of financial intermediaries is only $1,858.5 billion(14) by 1990; ona 
Fund C basis the CPP Fund would account for only 2.6 per cent of the 
total. If full funding were adopted, it is difficult to see what type 
of changes would allow utilization of such huge amounts of capital, with 
the fund growing by $10 billion a year in 1980 and 1981, $62 billion a 
year in 1990 and 1991, and $147 billion a year in 2000 and 2001.(15) 


How Can Effective Control be Exercised over the Fund Which Full Funding 
Would Create? 


From the time the CPP was instituted to the end of 1978, the 
provinces (other than Quebec) have had available to them for investment 
total assets of $14.3 billion representing total contributions made to 
the fund, less payouts, plus interest earned on the assets in the fund. 
Each year the provinces may draw monies not needed for benefits and each 
year the provinces have availed themselves of the right. Each year the 
interest is utilized in similar fashion, as each province simply borrows 
the interest it is liable to pay; and so avoids any cash payment. As 
has been noted, interest rates set under the plan are lower than the 
market rate for provincial bonds; a provincial treasurer could be criti- 
cized if he borrowed in the market when cheaper money was available. 
Ontario had borrowed about 50 per cent of the total fund or $8.4 billion 
by September, 1979. Coupled with the availability of money has been 
the great growth in government spending since 1965. In 1976, Darcy 
McKeough, then Treasurer of Ontario, addressing his fellow finance 
ministers on financing options for the Canada Pension Plan,(1l6) spoke 
of the first critical date for the CPP as the date when "under the 
existing financial structure of the CPP net provincial cash flow will 
turn around." He saw the date as the time when contributions would 
have to be increased, and considered the effects on net provincial 
borrowing : phe 


"The question of provincial borrowing has two integral facets. 
First, the extent to which the restructured CPP continues to 
be a source of funds for provincial treasuries must be decided. 
Second, how provincial cash flow should relate to the financing 
options must also be decided. With regards for the future role 
of provincial borrowing, my own feeling, for reasons that are 
explained below, is that the CPP fund should no longer continue as 
an exclusive source of provincial funding. The econamic legitimacy 
of continuing this role is certainly open to question." 
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and later, 


"Only one fact remains immutable: net provincial borrowing runs 
Out*eventually. “It-is coming to°grips with this fact ‘that ‘will 
finally determine the financial structure of the Canada Pension 
Plan."(17) 


Although there is no conclusive evidence before the Commission that 
increased provincial government spending and the availability of funds 
fran the CPP are linked, the fact remains that the provinces will be 
affected by what happens to the CPP in the next 5 or 6 years. If the 
structure of the CPP is changed to a full funding basis with no change 
in investment policy, large amounts will became available to provincial 
governments. Those who attack full funding declare that this temptation 
is more than the politician faced with short-run demands can resist. 
Ability to expand government programs without recourse to the tax base 
is a politician's dream. Can the politician be expected to exercise 
current restraint for long-run goals? 


Assessing the future on the basis of the past, the Commission 
considers that continuation of the present borrowing structure with the 
monies in a fully funded CPP would not be in the best interests of the 
people of Ontario. It considers that only when monies are borrowed 
in the money market, at market rates, with payment guaranteed by the 
tax base and with scheduled repayments, can there be any meaningful 
restraint on government borrowing. It is significant that no one 
Suggested to the Commission that the provinces be obliged to pay back 
the capital sums already borrowed from the CPP fund. In fact it may be 
that some provinces would be hard pressed to do so. Borrowing without 
concern for repayment is not conducive to wise financial management. 


Proponents of full funding who admit this difficulty advocate 
the investment of the CPP fund in the private sector. Three existing 
arrangements are pointed to as successful applications of the principle. 
The Caisse de depot et placement du Québec is a Crown corporation set up 
in 1965 mainly for the purpose of investing the contributions received 
from the Quebec Pension Plan. The Caisse has achieved a reputation for 
independence from government control in its operations. Two features 
distinguish the management of the QPP funds from that of the CPP funds: 


"First, the investment group in the Caisse actively and aggres- 
Sively manages the funds deposited with it, while the CPP funds are 
channelled by a formula to the provinces. Second, the majority of 
the securities acquired by the Caisse are publicly offered and have 
market-determined yields, while the yields on CPP securities are 
Only indirectly linked to the market. The difference between 
investing in securities whose prices are market-determined as 
opposed to private placements at arbitrarily determined prices, is 
Significant..."(18) 


oul 


Critics of the Quebec arrangement have pointed to the oppor- 
tunity for the government to advance its economic policies through 
control of the policy of the Caisse. The priorities of the Caisse 
management are stated to be: first the protection of the depositors; 
second, preference for investments of greater potential benefit for the 
Province of Quebec when the expected return and potential risk between 
two investments are equal; and third, the creation of a market in Quebec 
for debt issues at fair market prices.(19) 


Private placements by the Caisse have afforded long-term capital to 
Quebec companies and have had a positive effect on the provincial econ- 
omy, in the opinion of Quebec actuary, Yves Gu¢rard. Caisse operations 
have resulted in higher yields to the QPP than the CPP has obtained, 
although the spread has narrowed with the recent increase in rates on 
Canada long-term bonds. In 1976 the average yield to the QPP was +62 
per cent; for the CPP in 1975-76 the yield was 7.54 per’cent. Guerard 
also observes that: "a channelling of additional funds in the private 
sector and the preservation of market discipline on government borrowing 
concur in making sure the reserves are used for capital purposes."(20) 


Still to be considered, however, is whether the separation between 
the Caisse and the Quebec government will continue. Independence can 
only be maintained by the forebearance of the government itself. 


A second experiment in investment in the capital market rather than 
in government bonds is that of Ontario Municipal Employees Retirement 
System (OMERS). A report on OMERS investment policy in 1973 posed the 
following as the dominant question to be answered: 


"Should the investment of the funds of OMERS be influenced, to a 
significant degree, by the borrowing needs of the Province of 
Ontario or of its local governments; or should the funds of OMERS 
be invested in the best interests of the employers and the members 
of OMERS?"(21) 


Before 1975, OMERS funds were invested in special non-marketable 
Ontario government debentures. At that time the investment structure 
was amended so that a portion of all new money would be invested in 
the public markets under the normal rules for employment pension plan 
investments. Now investments are handled by the OMERS staff with an 
advisory board drawn from the financial community. A satisfactory rate 
of return is being earned on assets invested in this manner. 


The change in OMERS investment policy came as a response to criti- 
cism of the government. However, the government remains free to make 
further amendments placing limitations on market investment in order to 
satisfy its own borrowing needs. 


A third instance in which public pension funds are invested through 
the private capital market is in Sweden, where the National Pension 
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Insurance Fund (AP) is invested through four sub-funds to avoid possible 
government misuse of investment funds. A TEIGA paper, "Financing the 
Swedish National Pension Plans"(22) provides interesting information 
about the operating experience of a fully funded segment of a national 
pension plan. It should be noted, however, that the total amount in the 
fund of this segment as of April 30, 1977 was only $25 billion, a small 
amount compared to the projected amounts for a fully funded CPP in 2000. 
The investment policy is summarized in the paper: 


"The moneys are invested under the auspices of an independent 
agency. As of April 30th, 1977, the fund had 42 per cent of its 
assets in housing, 34 per cent in private sector bonds and promis-—- 
sory notes, 16 per cent in central government bonds and 8 per cent 
in local government bonds. The investment philosophy of the AP is 
to ‘invest in good and valid security, at good interest and readily 
accessible for redemption.' 


"These directives consequently place equity investment at a disad- 
vantage with the result that only 0.6 per cent of the funds assets 
are invested in shares. Another reason for the Swedes' aversion to 
equity investment is the strong feeling against the government 
controlling the economy through its control of the fund. The 
administrative set up of the AP consists of representatives from 
the government, local authorities, employer and employee groups, 
consumers' groups and individual contributors groups." 


Briefs to the Commission from various members of the financial 
community rejected the Caisse, OMERS, and Swedish approaches because of 
the possible exercise of government control. Instead, they advocate 
allocation through the regular capital markets. Canavest House notes: 


"Public sector retirement savings should be allocated to investment 
uses through Canada's capital markets. They have a proven record 
as an efficient allocation mechanism. 


"In the same way governments buy professional services from the 
private sector supplies in the accounting, legal computer systems, 
advertising etc. areas, investment management services could 
be bought in a similar fashion. Investment objectives could be 
pre-defined. Fees could be established through a competitive 
bidding system."(Brief 180) 


The Toronto Stock Exchange (Brief 219) supported this position: 


"Ideally, the Canada Pension Plan Investment Fund, to the extent 
it exists, should be managed on a competitive basis under con- 
tracts with investment managers in the private sector. Even if the 
government wishes to continue to purchase its own securities or 
those of another government, the Exchange recommends that those 
transactions be completed through the market process. The concept 
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of fair market value and an economic return which underlies private 
investment, whether done by private placement or public issues, 
should govern the investment of the enforced savings of Canada's 
labour force." 


And in a similar vein, the Trust Companies Association of Canada 
States. 


"The capital market in Canada is controlled by institutions in the 
private sector although strictly regulated by the public sector. 
The disciplines of the market, domestic and international, provide 
an important control on private and public sector spending, which 
the formula allocation of the CPP overrides. Participation by many 
private sector decision-makers in the allocation of pension savings 
by means of objective capital market prices is a more efficient 
resource allocation process, than a master allocation scheme of a 
board or a committee from the public sector operating outside of 
the discipline of the market."(Brief 361) 


The Toronto Stock Exchange raises another important point for full 
funding of the CPP: 


"Even if invested through the private capital markets, which the 
Exchange clearly supports should this route be taken, the plan 
would own significant proportions of corporate shares and other 
outstanding financial obligations. This raises serious questions 
as to how the CPP would appoint directors to corporate boards to 
represent the fund. What duties would such directors owe to the 
beneficiaries? Whose interests would they ostensibly represent? 
How would their duties differ from those of elected politicians 
when CPP beneficiaries and the electorate are virtually the same 
group? The lines of demarcation between private enterprise and 
parliamentary powers would be swept away."(Brief 219) 


Answers to these serious questions were put forward by the Ontario 
Division, Canadian Union of Public Employees. It objected to the fun- 
nelling of CPP funds into the private corporate sector. Instead the 
brief made the following proposals: 


"The public money accumulated through the fully funded Canada 
Pension Plan and public employee pension funds, instead of being 
used to finance the investment requirements of the private cor- 
porate sector, should instead be used in the public interest to: 


"1, Repatriate the Canadian economy by using the Canada Pension 
Plan and public employee pension funds as an active investment 
vehicle to co-ordinate and direct an industrial strategy by 
directly buying the oustanding equity interest of foreign 
Owned or controlled corporations in Canada. 
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"2. Pursue an industrial strategy at both the Federal and Provin- 
cial levels by using the fully funded CPP and public employee 
pension fund assets to invest directly in new physical plant 
and equipment in the manufacturing sector and the petroleum 
and natural gas sector through Federal and Provincial Crown 
Corporations. 


"3. In this latter case, a competitive market rate of return 
should be guaranteed to the CPP and public employee pension 
plans to preserve the integrity of the fund for member bene- 
ficiaries and in order to meet the outstanding fiduciary 
responsibility. 


"4. Establish a Heritage Fund whereby 10% of the assets of a 
trusteed pension plan of a foreign owned or controlled cor- 
poration would be placed with the CPP fund for investment in 
equities of foreign owned or controlled corporations or direct 
investment through a Crown Corporation."(Brief 101) 


Conclusions on Full Funding 


Having considered all the arguments, the Commission is not con- 
vinced that a case has been established for moving to the full funding 
of the Canada Pension Plan. There are a number of difficulties with 
the theory that pay-as-you-go social retirement income plans depress 
Savings; but even accepting the validity of the theory the practical 
difficulties of full funding are extremely serious. 


First, full funding would require such a large and almost immediate 
increase in the contribution rate that the existing relationship between 
government and private provision of retirement income would be badly 
dislocated. The equilibrium following the dislocation would leave the 
cost for the government-—sponsored part much larger than the cost for the 
employer-sponsored part and the result, in terms of benefits, would be 
the same. The political difficulty of selling such an increase without 
an improvement in benefits is obvious. But to increase benefits would 
be to compound the problem. 


Second, full funding would create such a large pool of assets, even 
in the next twenty years, that it is impossible to forecast what effect 
the investment of these funds would have on capital markets. Capital 
requirements for energy projects will be vast, but the speculative 
nature of many such investments precludes any generalized canmitment of 
CPP funds to this aspect of economic development. 


Third, control of the funds created by full funding through quasi- 
independent government agencies is no guarantee against future govern- 
ment intervention. However, to invest the funds either through govern- 
ment or private financial intermediaries still creates the problem of 
the exercise of the power which goes with ownership of assets on such 
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a vast scale. Concentration of control in this fashion could bring 
us to the pension fund socialism seen by Peter Drucker in The Unseen 
Revolution. 


In the Commission's opinion, the Canada Pension Plan's prime role 
is not that of an economic tool to be used to control the Canadian econ- 
omy. However, care must be taken in designing future funding methods 
for the CPP to recognize their possible impact on the economy, and to 
avoid major dislocations of capital markets. 


THE COMMISSION'S ALTERNATIVE TO FULL FUNDING 


1986 is the first year when some change in the CPP funding pattern 
is likely. Contributions will approximately equal benefit payout. Some 
decision has to be made about the future operation of the CPP. That 
decision will affect all future contributors to the plan and the financ- 
ing of all participating provinces. The Commission is of the opinion 
that the Province of Ontario should initiate, as soon as possible, the 
following three major changes: 


1. Adopt one fund basis for the CPP to continue into the future, 
and discard the other alternatives; 


2. Make changes in the investment structure of the CPP fund; 
3. Set future contribution rates. 


The Commission appreciates that these measures require the concur- 
rence of the other participating provinces and the federal government, 
and that negotiations will reflect the needs of other provincial treas- 
uries as well as Ontario's. However, the Commission recommends the 
following course of action for Ontario: 


1. Adopt as the CPP funding pattern the present Fund C 


The Commission accepts the position that it is appropriate for a 
contributory social security retirement income plan to be on a pay-as- 
you-go basis. It rejects for the reasons stated above any thought of 
converting the CPP to a funded plan beyond the partial funding now in 
place and reflected in Funds A, B, and C. It doubts the wisdom of 
having created a partially funded plan in the first place, other than to 
provide contingency monies equivalent to one or two years' benefit 
payout. However, the capital accumulated has been lent to the provinces 
and the Commission believes it impractical to recommend that the prov- 
inces be required to repay the borrowed capital as they would have to 
(starting in 1991) under the Fund A design. On the other hand, to 
virtually release the provinces from interest repayment as is implicit 
in the design of Fund B seems to the Commission an unwise course if the 
provinces are to be accountable for their borrowing. Fund C's design 
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resolves these problems. It calls for continuation of the build-up in 
the fund from its present $14.8 billion to $36.1 billion in 1991,(23) 
assuming that contributions rise to pay-go rates starting in 1986. After 
1991 the fund will continue at $36.1 billion in perpetuity, subject to 
some increase if its purpose is seen as a contingency fund for one 
or two years' benefit payout. By the year 2000, $36.1 billion will 
represent 1.6 times the annual benefit payout. In 1978, the fund of 
$14.3 billion is 10.5 times the benefit payout. However, the size of 
the stable fund continues to decline in proportion to the size of the 
benefits to be paid, so that by 2010 the fund represents only .7 of 
benefits and by 2030 only .1 of benefits. (24) 


2% Make changes to the investment structure of the CPP fund 


During the period between now and 1986, additional monies flowing 
into the fund under existing arrangements will be available for prov- 
incial financing. Between 1986 and 1991 the provinces will have a 
moratorium on part of the interest payments on monies borrowed. If 
contribution rates are increased above the pay-go rates, more capital 
from contributions will also be available for borrowing. 


The Commission is of the opinion that the criticism of the existing 
investment structure is valid. It results in lower-than-market return 
to the fund. As a consequence, the best possible return is not avail- 
able to benefit contributors; and the provinces are free to borrow 
monies without either the strictures of the regular capital markets or 
the constraint of a schedule for repayment of capital and payment of 
interest. Ontario taxpayers may have to pay more for capital borrowed 
by the province in the regular capital markets, but the benefits derived 
from the visibility of the cost of such borrowing and its traditional 
restraining effect should more than offset the increased cost in the 
future. 


For these reasons the Commission recommends the adoption of the 
following changes in the investment structure: 


As provincial obligations to the CPP fall due, borrowings by the 
provinces and interest payable on such borrowings would no longer be 
secured by the type of provincial undertaking now given. Starting in 
1986 the first provincial "bonds" mature. As these mature they should 
be replaced by a new type of security: 20-year negotiable bonds issued 
by provincial Crown corporations, accompanied by a guarantee by the 
province and by a certificate of the provincial treasurer that the 
proceeds of the bonds are being used to invest in fixed assets, or to 
refinance outstanding debt used to finance acquisition of fixed assets 
of that Crown corporation. Whether such bonds are issued on a sinking 
fund basis or with a replacement schedule would depend on the nature of 
the issuing provincial Crown corporation, but there would be a fixed 
maturity date. From and after 1986, borrowings from the CPP of the 
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interest on the fund would similarly be secured by this type of nego- 
tiable security. 


Interest on these bonds would be at market rates, set at the aver- 
age rate in the twenty preceding trading days on outstanding long-term 
debt issued by or guaranteed by the province, denominated in Canadian 
dollars. 


If it were thought undesirable for political reasons to set differ- 
ent interest rates for different provinces, then a monthly rate might be 
established, based on 


a) the average of interest rates on all outstanding debt issued or 
guaranteed by all the provinces, other than Quebec, we ighted 
according to their CPP contributions in the year of calcula- 
CIONn? OE 


b) the actual interest rate on outstanding debt issued or guaran- 
teed by the province involved; 


with the provincial treasurer of the issuing province having the elec- 
tion between a) and b). 


If in any month a provincial treasurer declines the funds available 
to the province, such funds would be invested in 90-day treasury bills 
until the province takes up the funds by issuing Crown corporation 
bonds. The treasury bills would be provincial where these are issued by 
the province and federal in all other cases. (25) 


Several desirable effects would arise from this restructuring: 


(613) By about the year 2000 all CPP funds would be invested 
in negotiable debt securities issued at market interest 
rates, on the security of real financial assets of Crown 
corporations. 


CLE) A province would be forced to borrow money for its own 
requirements directly through the capital markets, with the 
constraints of market interest and the effect of borrowing 
on its own credit rating. 


(iii) The CPP fund would be invested in securities which are 
negotiable and with a regular repayment schedule so that the 
capital and the interest on the fund may be utilized for 
payment of benefits under the CPP and will facilitate the 
transition to a Fund C pattern without a sudden demand 
on the provinces for interest and capital. The present 
opportunity for rolling over the obligations will not be 
available to the provinces. They will be obliged to cane to 
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grips with the outstanding debt within the next twenty 
years, rather than postpone settlement indefinitely. 


(iv) Criticisms of below-market interest rates and easy access to 
funds for provincial spending will be met and the whole 
structure will be subject to market conditions. 


There will doubtless be adverse effects in terms of increased 
borrowing costs; but if the provinces accept the need for controlled 
spending, there should be little difficulty in persuading them that 
a Canada Pension Plan perceived by the public to be sound and well 
invested is worth the short-run difficulties. 


Unless the CPP is changed to utilize full funding, the amounts 
available to the provinces will run out sooner or later, depending on 
the fund basis chosen. If the Fund C pattern proposed by the Commission 
is adopted, a fund should ultimately be maintained only for the purpose 
of securing benefits say, two years in advance, and will not be a source 
of funds for the provinces. With the CPP fund assigned this limited 
role, its size will diminish in relation to the expanding wealth of 
the country. In the long run the CPP will become essentially a pay-go 


program. 
oy Set future contribution rates 


The argument is frequently advanced that it is impossible to 
increase CPP contribution rates without at the same time increasing 
benefits. Such increases in contributions emphasize the subsidy from 
the present workers to those already drawing pensions who contributed 
less for those pensions. However, the Commission is not convinced there 
is an inevitable link between contribution rates and benefits, and 
therefore recommends there be no increase of benefits to go with the 
increased contribution rates. 


The current 3.6 per cent contribution rate results in an increasing 
fund on a Fund C pattern until 1992. In order to accommodate improve- 
ments in retirement arrangements in the private sector and to avoid a 
faster build-up of the fund, the Commission recommends no change in the 
contribution rate until 1992, or more precisely, until contributions 
plus interest on the fund equal benefit payout. 


When an increase in contribution rates is necessary, the Commission 
recommends a gradual phasing-in of increases to approximate the pay-go 
rates, with sufficient amounts accumulated above the benefit payout to 
Maintain a fund equal to twice the year's benefits and administrative 
cost payments, three years in advance. Thus the contribution rates 
should be such that the fund on hand at January 1, 1991 will equal twice 
the amount required to be paid out for benefits and administrative costs 
ni L993; 
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The Commission experimented with various possible gradual increases 
in rates. Table D-17 in Appendix D shows the result of increasing the 
contribution rate to 4 per cent in 1985 and by .2 per cent every year 
thereafter, reaching an 8 per cent rate by the year 2000 and remaining 
constant thereafter. The result would be to continue the cash flow to 
the provinces until 2019 when contributions would again equal benefit 
payout; and a fund which would stabilize at $891 billion with a multiple 
of 7.27 times benefits. This projection confirms the Commission's 
reluctance to have the contribution rates increase before 1992 or to in- 
crease much above the Fund C rate because of the enormous fund build-up 
and its consequent problems. The Commission therefore recommends that 
instead of a gradual increase by a constant percentage, the contribution 
rate be set at predetermined intervals, say 6 years in advance, (to 
accommodate the CPP amendment machinery) by determining the pay-go 
contribution rate required to cover benefit payout with interest from 
the fund, at a point two years in advance of the year in which such 
payout is to be made. In this way, increases in the contribution 
rate are gradual, are fixed well in advance, and create a contingency 
fund sufficiently large to smooth any unexpected decreases itimtotas 
contributions without providing any long-term capital which the prov- 
inces would be anxious to borrow. Actuarial evaluations should be done 
frequently enough to allow for changes in the contribution rates should 
it appear that the rates determined at 6-year intervals are insufficient 
to maintain the plan with the benefits covered three years in advance. 


The Commission realizes that to maintain a 3.6 per cent contri- 
bution rate until 1991 when many people are expecting an increase early 
in the 1980s will open the way for strong pressures to increase benefits 
with a small increase in contribution rates. Such a course would under- 
mine the long-term planning for the CPP. Any increase in benefits 
should be costed out to the ultimate payment time, as we have done for 
current benefits. Until the CPP matures, part of today's work-force can 
expect to receive more than it actually pays for (in addition to the 
benefit from real growth in the economy mentioned earlier) and it is 
easy to understand the demand for more of a good thing. But it must not 
be forgotten that if CPP benefits are to double, then the cost must also 
double; in that event a pay-go rate of 9.45 per cent in 2050 must double 
to 18.9 per cent. ) 
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Chapter 8 


Issues Relating to Benefit Features 


COVERAGE 


One obvious reason for establishing the Canada Pension Plan was the 
lack of work-related pension coverage for more than half the labour 
force. In addition, there was the knowledge that employment pension 
plans provided much less than full portability, so that many of those 
"Covered" would not in fact receive retirement benefits commensurate 
with service and earnings in all jobs held during their working lives. 
By virtue of its universality and complete portability, the CPP was the 
vehicle of choice to ensure a degree of earnings-related pension income 
for all paid workers regardless of the nature or duration of employment 
with any one employer. Beyond that, the CPP provided coverage for the 
self-employed who, by definition, had little or no access to employers' 
pension plans. 


It is not surprising therefore that the statistics show virtually 


complete CPP coverage of the Ontario work-force. A comparison of 
coverage by the CPP and private pension plans appears in Table ey) 
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At the end of 1976, the latest year for which complete data were 
available, well over one and a half million workers (1,608,000) re- 
presenting 47.5 per cent of the total paid workers in Ontario were 
covered by a private pension plan. Nearly all of these were also 
participants in the CPP. In that year, it is estimated that 96 per cent 
of the 3,655,000 employed paid workers plus the self-employed workers in 
Ontario were active members of the CPP. It is clear that the CPP is 
fulfilling its role of universality for nearly all paid workers. Those 
not covered fall into three categories: 


- the unemployed; 


- those whose annual earnings are no more than the Year's Basic 
Exemption ($1,100 in 1979); 


- certain classes of workers excluded from coverage such as some 
agricultural workers, some casual workers, and some self-employed 
members of religious orders. (2) 


The unemployed group is a fluctuating group with coverage resuming 
with enployment. For the other two categories extension of coverage is 
difficult. The Ontario Federation of Agriculture pointed out that, 
although basically covered by the plan design, many farmers are unable 
to take full advantage of the benefits provided by the CPP because they 
have low cash incomes. If these fluctuate or are consistently below the 
YMPE, the farmers lose potential credits because the greater part of the 
value of their work is not measured in cash terms.(3) Their problem 
1S Similar to that of unpaid home-makers whose position is much more 
prominent in current criticisms of the CPP. 


The Unpaid Worker 


Since the Canada Pension Plan benefit is earnings-related and 
provides for both employees and the self-employed, it does not extend to 
those without earned income, in particular, housewives. There is a 
spouse's benefit on death of the contributor either before or after 
retirement, but no provision for voluntary contributions by housewives 
or other non-earners which would enable them to obtain pension credits. 
Social insurance principles, on which the CPP is largely based, tradi- 
tionally limit protection to earnings. The risk shared by covered 
workers is the loss of employment income in retirement. Unpaid work is 
assumed to be inferior, or not work at all, or impossible to value. By 
far the largest group excluded by the application of these principles is 
the unpaid worker in the home. 


The three major Canadian political parties have espoused as an elec- 
tion promise the extension of the CPP to those working in the home. At 
first blush the proposal is attractive and apparently forward-looking; 
but if one examines the ramifications of such a move, there are some 
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aspects which could actually undermine the present effectiveness of the 
CPP. : 


The Commission is cognizant of the undesirable position of many 
women who are now over 65 or approaching that age(4). However, it must 
not be forgotten that the position of these women has been determined by 
a far different social and labour scene than that in which any changes 
in the future to the CPP will take effect. 


Our examination indicates that female labour force participation 
rates have grown to such a degree over the past two decades that few 
women in the future remain at home without children, or after children 
are in school. For most people, economic necessity or preference has 
required that both husband and wife be in the work-force. Those who 
will stay home permanently to raise children and never enter or re-enter 
the work-force are those whose economic position permits. They can 
expect to be provided for in old age by the additional savings and 
private arrangements of the marriage partner. If the marriage breaks 
down, the CPP now provides for a division of pension credits, and the 
non-working partner will probably enter or re-enter the labour force. 
If these assumptions are correct, then to extend the CPP on a voluntary 
basis on some notional value of work in the home will serve only to 
assist those who are unlikely to require economic assistance in retire- 
ment. In this sense, such a move can be said to be regressive in nature 
and therefore undesirable in the context of a social insurance scheme. 


It will be useful to review some of the difficulties that would be 
created by a general extension of the CPP to non-workers. 


Any arrangement which by design would protect pension rights only 
for those who could afford the contributions would distort the original 
social insurance concept of the plan, and would not serve the needs of 
Many who may require pension coverage. If the measure is aimed at 
providing pension coverage to persons with disposable income, a vehicle 
other than CPP is already available: the spousal RRSP which permits tax 
deductible contributions of up to $3,500 a year, or as much as $5,500 in 
some cases. 


To introduce the concept of voluntarism to a plan that is compul- 
sory for persons in the work-force immediately creates two sets of plan 
members: those who must contribute, and those who may contribute if 
they wish. Such a situation might be considered undesirable on human 
rights principles. If the plan were to be compulsory for all, it would 
have to be altered radically to provide for collection of contributions, 
record-keeping, and work valuation. We would have a new universal 
scheme based on notional earnings. On the other hand, if the plan were 
voluntary for all, there would be no guarantee that those in or out 
of the work-force would continue to pay and maintain coverage. The 
scheme of. shared contributions between employers and employees would be 
disrupted. If contribution levels were also voluntary, the problem 
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would be further compounded. Apart from the reduction in eventual 
pension due to periods of no contributions, there would be the risk of 
losing eligibility for disability and survivor benefits. 


Accordingly, it is questionable whether it would be regarded as an 
improvement to change from universal coverage in the paid work-force to 
optional non—-coverage, or coverage for those with greater financial 
resources who are not in the work-force. 


Other implications would have to be questioned in any scheme which, 
though not wholly voluntary, included voluntary contributions: 


a) If the home-maker is to contribute on the basis of imputed 
earnings, the level chosen would have to be minimal in order 
not to penalize the low-income person who is also carrying on 
family responsibilities; in other words, could we justify 
attributing higher earnings to the person doing his or her own 
housework and child care than are actually received by someone 
working as a cleaner or baby sitter for someone else? 


b) If we assume the home-maker is self-employed, the contributions 
will be double those paid by the spouse; aS a consequence, 
contributions may be harder to justify if the household budget 
is determined by only one salary; 


c) If we assume the home-maker is an employee, then we must ask 
who will be required to pay the employer portion. To have the 
spouse do so is to re-emphasize for woman her traditional 
dependent role which is so strenuously being challenged today, 
and to create a tax on marriage. Conversely, should the double 
tax deduction be available to the spouse paying the employer 
portion? If we assume that the state will pay the "employer" 
portion, the inequity is compounded since all taxpayers, with 
or without CPP coverage for themselves, will be forced to 
support those with the financial means to avail themselves of 
this measure. 


It is not perhaps beyond the ability of pension designers to 
cane up with an arrangement which would answer these problems; but any 
proposals to include CPP coverage for home-makers who are not in the 
work-force should be assessed carefully on the basis of the real need 
of the persons to be covered. The Commission is concerned that the 
proposal attempts to meet a problem which is no longer of pressing 
concern. The Commission therefore is of the opinion that the Government 
of Ontario should resist any move to extend Canada Pension Plan coverage 
to unpaid workers, and should support continuation of the plan on its 
present compulsory and earnings-related basis. 
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THE CHILD-REARING DROPOUT PROVISION 


While CPP coverage for homemakers as such may be impracticable, the 
Commission does see the need for a provision that recognizes the effect 
child-bearing and rearing has on the retirement incame of the person who 
is forced to withdraw from the work-force on that account. The formula 
for crediting retirement benefits allows for some discontinuity of 
employment, but the working women whose career is interrupted by a 
period of raising young children will have a significant reduction in 
average earnings and a correspondingly lower retirement pension. Even 
if she is able to carry some part-time or temporary employment along 
with her family responsibilities, her contributory earnings record will 
almost inevitably suffer - not only for retirement purposes but also 
for eligibility for and amount of disability and survivor benefits. 
(This discussion applies equally to men, to the extent they assume 
child-rearing duties). 


CPP benefits are calculated over a maximum 47 years, with a pro- 
vision for’ droppingsout* "or: not counting, in»the \calculation*’ 15 per 
cent of the work history to a maximum of 7 years. This means that 
sone allowance is made for unemployment, sickness, education or other 
dislocations in the worklife. 


In this way, CPP pensions are designed to reflect a person's usual 
or "normal" earnings rather than a narrowly-defined average over the 
entire period during which contributions could have been made. 


Child-rearing is one of a number of possible career dislocations 
for which the 15 per cent dropout was originally designed. However, 
women (and men with child-raising responsibilities) are left at a con- 
siderable disadvantage compared with other CPP contributors. Periods of 
child-rearing are likely to use up a large share of the 15 per cent 
allowance, often much more. Meanwhile, the risk of other career dislo- 
cations - sickness and unemployment, for example - remains. Accordingly, 
it is reasonable to consider a special dropout provision applicable to 
those whose child-rearing duties take them out of the regular labour 
force during part of the CPP contributory period. 


A dropout provision for child-rearing was accepted in 1977-78 by 
all participating provinces except Mtario and British Columbia. As a 
result, the amendment - passed by Parliament and therefore reflected in 
the act (section 48, etc.) -— has not been proclaimed. A parallel amend- 
ment was made to the Quebec Pension Plan with effect from January l, 
1977. The import of the child-rearing dropout proposal and especially 
Ontario's role in its rejection has led the Commission to examine this 
subject in some detail. 


The child-rearing dropout would be applied before the standard 


dropout of 15 per cent. Application of this provision may best be 
explained by the following illustration: 
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At present: A person enters the work-force at age 20, makes CPP 
contributions for 7 years, then leaves to have children. ‘Two are 
born, three years apart. The same person returns to the work-—force 
at age 40 and makes CPP contributions for a further 20 years, 
leaving permanently at age 60. Earnings are recorded for pension 
purposes for 27 of a possible 47 years (age 18 to 65ys » Aster 
applying the general dropout allowance of 15 per cent, the net 
contributory period becanes 40 years rather then 47; the resulting 
pension, reflecting the person's 27 years of contributions, is 
27/40 rather than 27/47 of the potential amount. Since the average 
Canadian woman in the labour force has a work history of about 25 
years, this example is not untypical of CPP calculations for many 
who will divide their careers between paid work and child-raising. 


As proposed: Potential contributory years would be reduced fron 47 
to 37; the 10-year dropout in the example is the period from the 
birth of the first child until the second child reached age 7. ‘he 
15 per cent general dropout then would be applied to the remaining 
37 contributory years, leaving a net contributory period of 31.4 
years. The person's 27 years of contributions therefore would 
produce 27/31.4 of the potential benefit instead of 27/40 as pro- 
duced by the present formula. Restated as a percentage Ompthe 
potential benefit (and substituting months as the act provides) the 
entitlement becomes 85.9 per cent, compared with 67.6 per cent 
without the child-rearing dropout. (5) 


In principle, a dropout provision for general dislocations of work 
patterns does not differ from one applicable to a special type of dis- 
location such as child-rearing. With increasing participation by women 
in the labour force, it is valid to regard women first as workers and 
second as child-rearers rather than the other way around. Child-rearing 
then is seen as an interruption in the career, to be compensated for in 
the same way as Sickness and unemployment. 


The Business and Professional Women's Clubs of Ontario in their 
brief recommended the extension of a special dropout of up to 7 years in 
addition to the standard 15 per cent for any person obliged to be absent 
from the work-force for any reason, to cover patterns of work which the 
plan should recognize. They envisioned special circumstances 
involving: 


"a) Necessary care of children beyond the age of seven years, €.Jge, 
because of disability or health problems, or lack of child care 


facilities for school-age children. 


b) Care of dependents other than children (as defined by the 
Federal Income Tax Act). 
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Cc) Extended periods of vocational education or training. 


d) Extended periods of illness or disability."(6) 


The Consumer Survey carried out for the Commission indicates that 
about 70 per cent of the respondents favoured the child-rearing dropout 
provision, with women respondents (72.9 per cent) significantly more 
in favour than men (66.4 per cent) and younger people aged 18 to 34 
(78.7 per cent) more in favour than those 35 and over (65.3 per cent). 
The dropout provision was advocated in every brief submitted to the 
Commission which dealt with the matter, and there were no dissenting 
voices at the Commission hearings. 


When the dropout provision was considered by the provinces it was 
vetoed by Ontario(7) for the following reasons: 


1. It requires a redistribution of benefits in the aggregate from 
Single persons, childless couples and those who would not 
utilize the provision, to those who would use it. The CPP is 
based on the insurance principle and should not be used for 
redistribution of income. 


2. It would create inequities because the provision would not be 
equally accessible to all mothers, some of whom would have to 
return to work because of economic necessity. A higher subsidy 
would result to a high earner than to a lower earner. Those 
not in the labour force for other reasons, such as caring for 
an elderly dependent, would not benefit. (8) 


One answer to these objections lies in the difference between 
"insurance" and "social insurance" principles. That is, under regular 
insurance principles no subsidy or redistribution of income is envis- 
aged, while under "social insurance" subsidies are entirely appropriate. 
It does not appear to the Commission that the CPP was designed on 
strict "insurance" principles at the outset. Three major subsidies 
now subsisting in the CPP design are discussed in Chapter 7. Social 
considerations were clearly present in the decision to provide partial 
pensions in the second year and full pensions after 10 years, although 
the recipients would have paid only a fraction of the cost. The ar- 
rangements for survivor benefits also provide for a redistribution of 
income in favour of married persons. In these and other structural 
features, the CPP reflects a clear intention to depart from conventional 
insurance principles in order to achieve specific social objectives. 


Consequently, the crux of the argument is not whether the CPP 
should adhere to insurance principles, but whether there is justific- 
ation for the subsidies and apparent inequities which would arise from 
the child-rearing dropout. On the question of subsidies, it is clear to 
us that the value to society of child-bearing and rearing is overriding 


Ag 


from any point of view, including that of single persons and childless 
couples. The emergence of woman as worker, entitled to recognition of 
her occupational skills, is of far greater significance to society than 
any loss to the single person and the childless couple by a redistri- 
bution in her favour. The inequities mentioned are in the Commission's 
opinion of less significance than the benefits to be gained for society 
as a whole. We doubt very much that there are many women who can now 
afford to stay home to raise their children. Finally, the regressive 
nature of the subsidy as between higher and lower earners is a problem 
common to every earnings-related feature of the plan, and cannot be an 
objection to the child-rearing dropout provision as such. 


The provision has been estimated to increase the CPP costs by less 
than 1/3 of 1 per cent of contributory earnings by 2025. The Commission 
did not project the cost of this provision, but is of the opinion that 
its probable cost is far outweighed by the benefits to be gained. It 
should be noted however, that the cost is not easily ascertainable since 
the proposed provision is retroactive; that torn wiwildmappl yetonall 
those who have left the plan for child-rearing since its inception, 
except for those already receiving a retirement pension. 


Uniformity with the Quebec Pension Plan is highly desirable and 
should be maintained wherever possible. The QPP was amended to include 
the dropout provision when the CPP amendment was in process. An addi- 
tional benefit in terms of uniformity would therefore accrue if the 
proposed dropout provision were now accepted for the CPP. 


The Commission is persuaded that the child-rearing dropout is an 
important step toward the recognition of women as a vital part of the 
work-force. Their particular work patterns, reflecting the role of 
child-rearing in society, should be accommodated in the Canada Pension 
Plan so that women are not unduly penalized by their necessary and 
socially productive absence from the work-force. The Commission, there- 
fore, recommends that the Government of Ontario approve the amendment to 
allow the child-rearing dropout provision to be put into effect without 
delay. 


SURVIVOR BENEFITS 


We have commented on the poor economic position of women just 
approaching 65, or over 65 at the present time. These are the people 
who are caught in a period of inflation and changing structures in 
society. The original CPP design reflected the traditional roles of the 
husband as breadwinner and the wife as a non-working dependent. At 
first therefore, the plan provided a survivor benefit for the widow of a 
deceased contributor in the form of a pension based on roughly 60 per 
cent of the contributor's entitlement. The same benefit was provided 
for a widower, but only if he was dependent. In other words, a widow 
was assumed to be dependent; in the case of a widower, dependency had to 
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be proved. That element of discrimination was subsequently removed, 
leaving in question the adequacy of surviving spouse pensions for both 
widows and widowers. (9) 


The 60 per cent level of survivor pensions reflects the judgment 
that a single or widowed person living alone needs more than half the 
amount required for a married couple living together. This view is 
adopted by the Commission in its assessment of adequacy levels.(10) 
Many labour groups advocated in briefs to the Commission that the per- 
centage be increased to 75 per cent, but in support of that percentage 
offered only the general argument that since more than 50 per cent of 
women over 65 were below a poverty line, CPP survivor pensions were 
inadequate. 


In the Commission's view it is necessary to look at the camposition 
of the group over 65 to determine the validity of that argument. An 
analysis of sources of income for persons aged 65 and over in Canada for 
the year 1976, taken from income tax returns, shows that men relied on 
Canada Pension benefits for only 6.8 per cent of their income for tax 
purposes and women for only 4.5 per cent.(1l) To give some idea of the 
magnitude of these incomes, the statistics show that nearly 28 per cent 
of women's incomes was derived from the basic Old Age Security Pension. 
For men, the basic OAS pension represented about 18 per cent of income 
for tax purposes. These percentages, which are relevant to a discussion 
of income adequacy (and poverty lines) in 1976, could hardly have been 
affected significantly if CPP survivor pensions had been based on a 75 
per cent rather than a 60 per cent formula. It must be remembered that 
all poverty-line analyses that have been used to support proposals for 
higher CPP survivor pensions relate to an over-65 population in which 
CPP pensioners accounted for only a small, though increasing minority. 
By 1976 only a very few were in receipt of retirement pensions at the 
full rate. If we were to look at the position of those few individuals 
and how their survivors might fare, it would be difficult enough to 
argue that poverty would be overcome by providing an extra 15 per cent 
of their very modest pensions. However, the plight of the elderly 
population as a whole - especially women - could have had very little to 
do with the CPP survivor pension formula. 


Furthermore, the CPP should not be treated in isolation as a source 
of income. It is important to see Canada's retirement income sources 
working together to provide income for survivors. Old Age Security with 
the GIS and GAINS, as well as the CPP, cambine to provide a standard of 
adequacy which in the Commission's opinion requires only a slight upward 
adjustment.(12) This adjustment can best be made through a program 
based on actual need. The Commission also favours the retention of the 
60 per cent ratio for the survivor benefit to fit in with its assessment 
of the correct relationship between the amount required for a single 
person and that for a married couple. (Note that a slightly higher 
ratio [two-thirds] is required in government programs for adequacy at 
minimum income levels. See Volume I, Chapter 6). 
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For the future, it is perhaps significant that projected expendi- 
tures on the unindexed portion of survivor benefits rise very slowly 
betwen 1982 and 1990, with the percentage actually falling for the year 
1984 and then resuming a slow increase.(13) Survivor benefits include 
those payable both to survivors of retired contributors and of those 
dying before retirement. Some of the increase in the benefits will 
result fran higher benefits paid to retired contributors as the plan 
matures and full benefits became payable. It is therefore arguable that 
survivor benefits will actually became less significant as more women 
join the work-force and accumulate retirement benefits in their own 
right. 


The Commission therefore recommends that the survivor benefit 
payable to the survivor of a deceased retired contributor continue 
to be approximately 60 per cent of the pension benefit of the retired 
contributor, and that the Government of Ontario resist any extension of 
the existing survivor benefits relating to deceased contributors. 


DIVISION OF PENSION CREDITS DURING MARRIAGE 


As we have seen, the design of survivor benefits in the Canada 
Pension Plan implies dependency in the marriage relationship. As more 
women enter the work-force and earn pension entitlements in their own 
right, the overall importance of survivor entitlements will be reduced. 
An amendment to the plan, effective in 1978, provided for the splitting 
of CPP pension credits on termination of marriage. The more radical 
proposal of a division of credits during marriage was discarded. If we 
examine the two proposals we can see how the differences in underlying 
philosophy affect the result. 


With credit splitting on dissolution of marriage, the basis is the 
same as for other types of support. On divorce, the spouse (usually the 
wife) is losing a source of retirement incame. Therefore it is reason- 
able to treat the potential entitlement as a present asset to be taken 
into account in settling future support arrangements. The mechanism is 
available upon application within three years of dissolution. It may be 
expected that the exercising of this right to apply will increasingly be 
the subject of negotiation between the parties at dissolution. 


Credit splitting during marriage however would not be based on a 
support obligation, but rather on the concept of marriage as an econanic 
partnership in which both spouses work - in the work-force or at home - 
to create a joint asset. In general the terms the proposal would work 
as follows: where only one spouse works in paid employment the CPP 
credit would automatically be split, with half transferred to the credit 
record of the home-maker spouse. Where both spouses work, one-half of 
their respective credits would be transferred to the credit record of 
the other. At age 65, each would receive a retirement pension based on 
half the combined pension credits. Unless both spouses contributed on 
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the maximum YMPE continuously, the higher-paid and more regularly em- 
ployed of the two would be relinquishing a benefit to the other spouse. 
This appears to have an element of fairness between the spouses, in that 
joint sacrifice is made for the creation of each of the two pensions. 
By comparison to the present situation, however, it means that since 
women are generally employed at lower salaries, there would be a redis- 
tribution of pension entitlement away from the male spouse toward the 
female. Taken together, it may also mean that the family unit will be 
worse Off than if the couple had accrued separate pensions. Where one 
spouse is 65 and the other under 65, a CPP pension based on one-half the 
joint credits may be too small to allow retirement of the first spouse 
until the second also reaches 65. 


These problems of equity and feasibility, together with questions 
about the nature of changes in attitudes and practice that are likely to 
flow from Ontario's Family Law Reform Act, suggest to this Commission 
that no immediate steps should be taken to extend the splitting of CPP 
credits to apply to all married contributors. At the same time we 
reiterate our approval of a less traditional attitude toward dependency 
in the married relationship. In the continuing studies of the CPP and 
its effectiveness in achieving social objectives, we trust it will be 
possible to give more tangible expression to the principle of economic 
equality for individuals within the family unit. 


The Cofirentes report(14) made recommendations for QPP survivors' 
benefits which embrace this principle more whole-heartedly than perhaps 
is warranted at this time. The recommendations(15) contemplate a sur- 
vivor's benefit of an increased amount but of limited duration, and 
payable only between the survivor's age 35 and 65.(16) ‘The duration of 
payments would depend on the presence of dependent children.(17) Where 
there are no dependent children the survivor's pension would cease after 
one year. Otherwise, payments would continue during the dependency of 
the children or, where the children are very young, for three years 
after the youngest child is seven. 


The reasoning seems to be that the survivor's benefit is to assist 
during a period of adjustment rather than to provide permanent income 
replacement. Similarly, the recommended increase of the death benefit 
from the present 10 per cent to 15 per cent of the YMPE would fit in 
with that concept. 


Particularly important is the Cofirentes recommendation that no 
survivor's annuity be paid after age 65. At that time presumably the 
survivor is expected to rely on OAS, GIS, and any OPP pension earned as 
a contributor. This Commission cannot support these recommendations in 
light of present-day realities, particularly the position of the unpaid 
home-maker or the low-paid worker with broken service patterns under 
the CPP/OQPP. Rather than reducing utilization of GIS for this group, 
adoption of these proposals would increase it. Benefits limited to a 
period of adaptation to a new lifestyle might be sufficient for the 
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younger survivor, but not for someone age 70, for example, who can 
hardly be expected to adapt readily to the loss of both spouse and 
spouse's retirement income. Such changes as those recommended for 
those 65 and over would require phasing-in over a number of years. In 
any event, it is clear to us that the benefit. structure of a social 
insurance program must recognize the realities of today's individual 
and family relationships. While it is desirable to anticipate and 
accommodate significant long-run developments such as those that are now 
changing the economic position of women in the family and the work- 
force, it is not the proper function of the Canada Pension Plan to force 
the pace of this evolutionary process and to create hardship for those 
who do not fit the emerging pattern. 


LEVEL OF BENEFITS 


At present the Canada Pension Plan provides a retirement benefit 
of 25 per cent of average adjusted pensionable earnings. Pensionable 
earnings relate to the Year's Maximum Pensionable Earnings (YMPE) - 
currently rising at 12-1/2 per cent each year until it reaches the same 
level as the Average Industrial Wage (AIW) after which the two will rise 
in tandem. Thus the goal of the CPP is often expressed as a pension 
equal to 25 per cent of earnings for a person at the Average Industrial 
Wage level. Together with OAS equivalent to about 15 per cent of the 
AIW, government program benefits are designed to provide about 40 per 
cent of the AIW in gross terms. 


The Commission's net replacement ratio analysis(18) shows that for 
a person retiring at the Average Industrial Wage level at the end of 
1978, the combination of all government benefits for a person in Ontario 
including CPP and income tax effects resulted in "available income" 
having a net replacement ratio for a single person of 50 per cent and 
for a married couple, both over age 65, 75 per cent. For those earning 
less than the AIW the net replacement ratios were much higher, and in 
fact exceeded 100 per cent for both single and married couples both 
over 65 earning the minimum wage. Any private pension benefits would 
be in addition to these benefits except to the extent that they were 
integrated with the CPP or served to reduce GIS and GAINS benefits. 


There have, however, been proposals in recent years for increasing 
the benefit structure under the CPP/QPP. ‘Two such proposals are repre- 
sentative of different approaches. 


1. The Canadian Labour Congress, in its 1978 policy statement,(19) made 
the following recommendation: 


",..that the Old Age Security and Guaranteed Income Supplement 
should combine to provide all Canadians over 65 with an income 
which is above the poverty line. In addition, the basic benefit 
under the Canada Pension Plan should be increased to 50 per cent of 
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earnings up to the average industrial wage. The Canada Pension 
Plan and Old Age Security should combine to provide workers with 
75 per cent of their pre-retirement earnings if they earned the 
average industrial wage. The percentage should be higher if their 
pre-retirement earnings were below the average industrial wage, and 
the percentage should be lower if pre-retirement earnings were 
above the average industrial wage. We also recommend that the 
CPP be amended so that actuarially reduced benefits would become 
available at age 60 and so that surviving spouses over 65 could 
claim 75 per cent of the retirement benefit to which a deceased 
contributor was entitled rather than 60 per cent as is now the 
case. Finally, new benefits under these programs should grow with 
the average industrial wage, and once benefits have begun to be 
paid to a retiree, they should be indexed to the Consumer Price 
Index. 


"The benefits we are proposing are a substantial improvement 
over the current Situation in Canada and they will guarantee 
all Canadians an adequate retirement income. But, they are not 
excessive in relation to the cbjective to be achieved, or by 
comparison with the standards already established in Europe. 
Furthermore, while these proposals may eliminate the future need 
for some employer based plans, they in no way undermine benefit 
credits already earned and they still leave room for eanployer based 
plans to take care of early retirement and the supplementary income 
needs of workers whose pre-retirement earnings are above the 
average industrial wage." 


The CLC bases its argument on the shortcomings of private pensions 
in providing "adequate retirement incomes to all Canadians" and cites 
as specific shortcomings the lack of universal coverage, less-than- 
immediate vesting, inadequate benefit levels, and lack of indexing. All 
of these shortcomings are eliminated in the design of the Canada Pension 
Pian. 


The CLC cites three objectives it feels should be adopted by 
"public retirement income schemes": 


- no retiree will have to live in poverty; 


- 75 per cent of pre-retirement earnings should be paid to a 
retiree from public sources of retirement income; 


- the real value of public retirement income must be guaranteed by 
automatic indexing to the Consumer Price Index. 


The CLC acknowledges that there is real value to retirees from 


Ontario's tax credits and GAINS benefits, but prefers a national system 
to a provincial one to allow for the high mobility of the labour force. 


NWS: 


It also views programs such as Ontario's as a reflection of the general 
inadequacy of retirement income. 


Emphasis is also placed on the need to consider OAS, GIS, and CPP 
as a system of public retirement income. It sees reliance on the GIS 
for non-workers, but prefers the use of the OAS and CPP to meet the 
goals for retired workers, since these provide incane "as of right." 


The CLC proposal was supported by a number of union groups in their 
submissions to the Commission. The original CLC proposal called for an 
increase in CPP benefits to 75 per cent of average adjusted pensionable 
earnings. This has since been reduced to 50 per cent, which coincides 
with a proposal made in a study conducted by Martin O'Connell M.P. a9 
19753 


2. The Cofirentes Report (1978) recommended changes to the Quebec Pen- 
sion Plan which are of importance to the structure of the CPP in light 
of the need for parallelism between the plans. The report recommended : 


- that retirement benefits be increased to 50 per cent on pension- 
able earnings based on the lower half of the YMPE and remain at 
25 per cent on the upper half of the YMPE, resulting in a rate 
of 37-1/2 per cent for persons earning at the level of the 
YMPE 


- that the increase recommended take effect without a transition 
period and apply to all retirement benefits now in payment as 
well as in the future. 


The Quebec committee, like the CLC, recognized the interplay of 
the OPP with the GIS and the OAS. The objectives to be met by the 


Cofirentes proposals were: 


-~ to eliminate from the GIS all but non-workers and workers with 
inadequate work histories; 


- to eliminate the need for workers earning below the average 
industrial wage to belong to private pension plans; 


- to ensure that the worker at the minimum wage level would re- 
ceive 90 per cent of pre-retirement after-tax income from the 
combined OAS and OPP. 


Cofirentes also recommended that the OAS continue unchanged; that 
the indexing of QPP benefits to the Consumer Price Index continue; and 
that the YMPE ceiling for employers' contributions be removed so that 
employers would contribute on the total earnings of the employee. 
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Should the Level of Benefits be Increased? 


Part of the answer to this question depends on one's view of 
the role of government in retirement income provision. We have noted 
elsewhere two general objectives: 


1. to ensure that no one lives below a minimum standard acceptable 
in our society; 


2. to replace a measure of pre-retirement earnings, and thereby 
assist individuals to maintain their living standards. 


Atspresent’ the obligation of fulfilling the first principle rests 
directly with the government and is dealt with in Ontario by the OAS 
with the GIS and Spouse's Allowance, income tax exemptions, Ontario Tax 
Credits, GAINS, and free prescription drugs, as well as other types of 
subsidy. The Commission has found some inadequacy in the combined 
provisions and has recommended improvement. For a full discussion see 
Volume I of the report, Chapter 6. 


Analysis shows that "available income" from government programs 
including the CPP, for the retired person age 65 in Ontario who has 
worked at the minimum wage throughout his working career, will provide 
net replacement ratios as follows: (20) 


Single person 87.9 per cent 
Married with spouse under 60 102.7 per cent 
Married, spouse 60-64 137.9 per cent 
Married, spouse 65 and over 145.3 per cent 


The Commission is satisfied that net replacement figures are much 
more meaningful than gross replacement ratios. We therefore question 
the usefulness of the analysis in the brief of the CLC based on gross 
figures. The brief acknowledges that aiming for replacement ratios 
defined on a pre-tax basis will raise the replacement ratios defined on 
an after-tax basis, but makes no attempt to assess the difference or to 
take into account other income items. 


The CLC proposal also advocates increasing the OAS as well as the 
CPP. The combined increases would greatly increase the net replacement 
ratios for all categories of retirees and, in the opinion of the Commis- 
Sion, would result in “over-insurance" with consequent disincentives to 
Save and an unnecessary drain on the taxpayers. All of the programs 
providing income except GAINS, which operates on a guaranteed minimum 
basis, are indexed to the Consumer Price Index so that the retiree is 
fully protected from inflation. While it is true that the OAS will fall 
behind in terms of the percentage it bears to the average industrial 
wage, the Commission is against increasing a universal payment in a 
scheme based fundamentally on meeting a need. It therefore favours an 
increase in the GIS and does not support the principle that earned 
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rights or absolute entitlement, apart from need, are a more valid cri- 
terion for a government program. 


The Cofirentes report also neglects to consider the effect on net 
replacement ratios of the increases to the OPP it proposes for workers 
at the lower half of the YMPE. It is true that the combined operation 
of the programs will prevent a 50 per cent increase in the overall 
effect of QPP payments because there will be a tax-back effect on GIS 
payments; but the already high net replacement ratios would be much 
increased if the same approach were applied to CPP benefits for recipi- 
ents in Ontario. 


The Cofirentes report recommends no change in the OAS, and in 
effect proposes a decreased dependence on the GIS and an increased 
dependence on the QPP earnings-related benefits. The Commission is in 
accord with this approach, but would recommend that any such adjustment 
between the two programs should first be assessed for the effect on net 
replacement ratios. It should be noted that some GIS payment is now 
payable to every category of retired person with pre-retirement earnings 
up to the average industrial wage.(21) For example, the worker aged 65, 
retiring January 1, 1979, who had worked at the average industrial wage, 
would receive monthly GIS benefits depending on his or her marital 
status as follows: 


Single person SeZoeZo 
Married with spouse under 60 125.88 
Married with spouse 60-64 Las LS 
Married, spouse 65 and over 120530 


The Cofirentes approach therefore would not eliminate the GIS for all 
those receiving only government benefits including the OPP. 


The Commission has recommended some increases in the GAINS level so 
that combined government programs in Ontario would ensure that no one 
lives below a minimum standard acceptable in our society. 


The second goal of continuing in retirement one's pre-retirement 
standard of living should then be examined to determine if it is being 
fulfilled, and if not, by whom action should be taken. 


The CLC postulates that this goal would be fulfilled if retired 
workers who earned at the average industrial wage received 75 per cent 
of their pre-retirement earnings. A..70 ;pek cent portion, is,0oLten 
suggested as ideal by those in the private pension industry. Higher 
percentages would be reasonable for those earning below the AIW. 


Looking again at the Commission's net replacement ratio analysis we 


find net replacement ratios of "available income" for workers retiring 
In Ontario, Jdnuvaty, 1, 1979: 
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Worked at the YMPE Worked at the AIW 


(Per cent) 
Single person 63 50 
Married, spouse under 60 76.9 6142 
Married, spouse 60-64 91.4 iP ark 
Married, spouse 65 or over 94.9 715.4 


Again, while repeating that net replacement is more meaningful than 
gross replacement, the Commission is of the opinion that for the married 
couple(22) the goal of the CLC is already satisfied, and that it is only 
the single person who fails to reach that goal. The annual "available 
incame" of the single person working at the AIW and retiring January 1, 
1979 would be $5,393. In addition to this after-tax income, a person 
will usually have some accumulated savings whose capital value will not 
serve to reduce any entitlement to income supplements. Income from 
those savings or other sources will add to "available income," since 
there is only a partial tax-back for income-tested government benefits. 


Therefore the Commission concludes that the existing government 
programs in Ontario have virtually fulfilled the second goal without any 
reference to employment pension plans. Because the Commission believes 
that the individual is responsible for choices in retirement beyond a 
minimum standard of adequacy and that society should not be compelled to 
make provision beyond that level, the Commission does not favour in- 
creasing benefits in the CPP from their present levels. That is not to 
say that government has no further role in retirement income provision 
but rather that a social insurance scheme, based on a group pooling 
principle - with the inherent cross-subsidies and funding difficulties 
we have seen now existing in the CPP - should not be extended beyond the 
provision of a minimum standard of adequacy and the range of replacement 
incane now provided. 


The Commission therefore recommends that the Government of Ontario 
resist any move to increase the existing levels of retirement benefits 
and survivor benefits in the Canada Pension Plan. 


Integration of Employment Pensions with the CPP 


Methods by which an employment pension plan may be co-ordinated 
with CPP benefits are discussed in Volume II, Chapter 11. In the view 
of the Commission, any such integration should continue to be a matter 
for voluntary action by plan sponsors and their employees, subject 
only to a degree of regulation by the supervisory authorities. Any 
accommodation for employment pension plans within the structure of 
the compulsory government social insurance program (as in the United 
Kingdom) would accomplish little if anything by way of improved benefits 
to employees, and in fact has few advocates in this country. Accord- 
ingly, we do not recommend any change that would permit opting out 
of the Canada Pension Plan where an employment pension plan offers 
equivalent or better benefits. 


Eh 


RETIREMENT AGE 


Canada's government programs for retirement income all commence at 
age 65 with the exception of the Spouse's Allowance, which commences 
at age 60. In the latter case however, one spouse must be aged 65. 
Ontario's GAINS program, tax credits and health assistance are also 
geared to age 65. Under the Income Tax Act the age exemption is granted 
from age 65. 


History reveals how the pivotal age for the elderly was once 75, 
later 70, and how it gradually fell to age 65. By the early 1970s there 
was a trend to earlier retirement ages in employment pension plans, 
especially through collective bargaining. In many industries today 
the average age of actual retirement appears to be closer to 62 than 65; 
it may be even lower in the case of plans have a "thirty and out" 
retirement provision. More recently, we have seen evidence of public 
support for "flexible" retirement policies - mainly directed against 
canpulsory retirement and toward greater freedom of individuals to 
continue working, according to their capacities, beyond some assumed 
"normal" retirement age. These two trends, toward earlier and later 
retirement, are not contradictory if, as seem obvious, they are reflec- 
tions of the same general desire of workers to have a greater choice of 
retirement age. To what extent people will actually take advantage of 
flexible retirement provisions depends, in part at least, on economic 
conditions from time to time, and the individual's expectations of 
retirement income. A continuation of inflation in particular might be 
expected to lead to a slowing of the early retirement trend and an 
increase in the number of postponed retirements. (23) 


From Our consumer survey we find that 60 per cent of the respond- 
ents favoured a CPP pension payable on retirement but in a reduced 
amount for those under age 65. About 70 per cent thought the current 
practice of paying CPP benefits to those over age 65 who were still 
working should continue. (24) 


The Commission therefore considered the possibility of an option 
for earlier payment of CPP benefits on an actuarially reduced basis at 
any age between 60 and 65. 


There are a number of issues to be addressed in deciding whether 
there should be some reduction in the age at which CPP benefits are 
payable. 


a) Social Insurance or Not? 


The CPP is part of Canada's social security design, cambining with 
the OAS and the GIS to provide a minimum income floor. The unions and 
others, on the other hand, see the CPP as a strictly earnings-related, 
contributory scheme where benefits are bought by contributions and 
are therefore payable as of right. The CPP is established on a group 
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principle and embraces several cross-subsidies with an intergenerational 
subsidy supported on a "social compact" basis between present workers 
and those of the future. 


If the CPP is social insurance, designed to meet "need" then it 
should be treated as an integral part of other social insurance programs 
and benefits should be available at the same age as the other programs, 
with social assistance answering needs of those below the established 
age (now 65). 


If the CPP is an earnings-related scheme under which benefits are 
payable as a right by virtue of contributions, then we move closer to 
the private employment pension design and are caught up in the arguments 
for "flexible retirement." 


b) Retirement from Gainful Employment 


U.S. social security, normally payable at age 65, is now available 
at age 62 with a permanent reduction, but is subject to an earnings 
test(25) on the basis that what is provided is replacement of income 
lost through withdrawal from employment. The earnings test applies 
until age 72.(26) In emphasizing income replacement the U.S. system is 
closer to a true social insurance scheme than is the CPP. 


Originally, both the CPP and the QPP imposed an earnings test for 
qualification for benefits at age 65 to age 70. The test permitted 
annual earnings up to $900 before applying the reduction formula. Ad- 
ministrative difficulties and social pressures led to removal of the 
earnings test for the CPP in 1975 and the QPP followed in 1977. 


Employment pension plans commonly do not provide benefits until an 
employee actually leaves the employer's service; in most cases pension 
payments are suspended if the person is rehired. Otherwise, retirement 
and earnings tests are rare, especially for those taking their pensions 
at or near normal retirement age. However, employment or earnings 
tests have appeared in a few large industrial plans in conjunction 
with certain highly subsidized early retirement provisions (unreduced 
accrued pensions plus substantial bridging supplements). Comparable 
early retirement provisions are found in the federal Public Service 
Superannuation Plan, but without an earnings test. Such arrangements 
are vulnerable to criticism on the ground that income provided for 
retirement is often used instead simply to enhance the living standard 
of some who are still regularly and fully employed. Ethical consider- 
ations, however, take second place to the formidable administrative 
problems that are associated with any test of retirement or earnings. 
Where such tests have been instituted, their efficacy is difficult or 
impossible to assess in a reliable way. 


The controversy continues over the purpose of income from pension 
plans. If it is replacement of income lost by retiring from employment, 
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an earnings test is required. If it is earned as a right, the pension 
should be available any time at the option of the earner, subject to 
actuarial reduction. If it is part of a general social design, it 
should be available at an age suitable to society, without reduction. 


c) Bridging the Gap 


Many employment pensions are integrated with CPP benefits; some are 
also integrated with OAS. Where early retirement is available, many 
plans provide a "bridging supplement" so that amounts equivalent to the 
benefits from the government programs are paid by the pension plan until 
the retiree reaches age 65. This "gap" would be of concern if early 
retirement were elected by a worker at age 62 and the CPP pension were 
available on a reduced basis. The "gap" could be financed from minimal 
personal savings; then at age 65 the retiree could expect, GIS to replace 
the amount formerly covered by personal savings. It might be possible 
to impute the unreduced value of the CPP to the retiree in calculating 
the GIS entitlement, but the result could be to put the retiree below 
the minimum floor of adequacy which the social insurance package as a 
whole was designed to deliver. Whether this choice is seen as different 
from electing early retirement with a reduced pension under an employ- 
ment pension plan depends on whether one considers the CPP an integral 
part of a social insurance system. 


d) The Right to Choose Retirement Age 


If retirement is in fact an individual responsibility, it follows 
that the choice of time for retirement also belongs to the individual. 
Current social pressures along these lines are now concentrated on 
the upper age restrictions, but flexibility is sought at both ends of 
the scale. The desirability of early retirement is underlined by the 
inability of those just under 65 to obtain employment. An argument made 
to the Commission by miners with shortened life expectancies is also 
compelling. The Trust Companies Association of Canada (Brief 361) 
postulates a difference in the right to choose: 


"Retirement under government social programs should reflect soci- 
ety's definition of retirement, as distinct from retirement based 
on employment factors and an individual's own circumstances." 


The question again turns on whether the CPP is part of the govern- 
ment social program. If it is, then a definite age should be maintained; 
the unemployed and those unable to work are more properly covered by 
disability insurance and social assistance. 


e) The Right to Accrue Increased Benefits 
If CPP benefits were available at age 62 on an actuarially re- 


duced basis, should the postponement of payment to, say, age 68 mean an 
increased benefit payable at that time? Postponed payment would result 
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in sufficient savings to the plan to provide an increase in benefits. 
However, to the extent that such a provision would increase the work- 
force participation of those 65 and over, it may not be desirable in a 
period of high unemployment, particularly in the younger age groups. On 
the other hand, with the improving health and life expectancies of the 
group 65 and over, is it better to adopt measures which will extend the 
period of productivity for this age group? 


£) Cost Factors 


As well as the social cost of shortening the productive working 
lives of workers, reducing the retirement age for the CPP would also 
mean a loss of plan contributions of those workers who retired early. 
If an earnings test were reinstated, on the theory that the Plan is 
designed to provide replacement income in retirement there could be a 
greater demand on the GIS if other sources of incame were not available 
to "bridge the gap." If the age were reduced, accompanied by an actu- 
arial reduction in benefits, there would be no extra cost to the plan 
other than loss of contributions. The economic effects of reducing the 
age of entitlement for the CPP is discussed by Pesando in his paper, 
"Trends in Retirement Age and the Implications for Pension Planning," 
found in Volume VIII. The Commission's projections of savings to be 
gained by the reinstatement of the earnings test formerly in force in 
the CPP are discussed in Chapter 6 of this volume. 


Conclusion 


After considering all the issues, the Commission is of the opinion 
that the CPP is part of Canada's social security scheme and therefore 
any change in retirement age should be in concert with the eligibility 
age for other other parts of the scheme. Since eligibility ages are all 
now at age 65 there should be no change in the CPP at this time. The 
Commission does not see a return to the earnings test, despite the 
possible cost savings, if the age is maintained at 65. Should the age 
be lowered, use of the earnings test might again be considered. 


COMPARISON OF SOCIAL SECURITY IN THE UNITED STATES AND IN CANADA 


Often the U.S. Social Security is pointed to as being much superior 
to the Canadian system. The U.S. Old Age Security and Disability Incame 
program (OASDI) parallels Canada's Old Age Security combined with the 
CPP. A comparison of the cost of the respective programs shows the 
following: 


ia: 


Table 2 
Social Security Expenditures as Percentage of Earnings Base, Canada and 
United States 


Canada United States 
CPP OAS CPP + OAS OASDI 
(Per cent) (Per cent) 
1980 2.86 AS OS Tero TOME 
1990 4.61 4.14 SnD 10.58 
2000 Bas 3.60 9.33 LOS9F 
2025 8.83 Seo 2 22 16.40 
2050 9.45 PSY eS OSL? 


pS ee SS Oe a ee ee eee 

Source Table prepared for the Royal Commission, based on the Com- 
mission's most probable assumptions for CPP .expenditures. 
U.S. figures taken from Table 6 in an article in the Social 
Security Bulletin, March 1978 of the U.S. Department of 
Health, Education, and Welfare, by A. Haeworth Robertson, 
former Chief Actuary of the Social Security Administration. 


Why Is the Cost of the Canadian System Less ThanwThatoof the UsS<.2 


First, the OAS in Canada is indexed to prices, not to wages and 
salaries. This accounts for falling percentages when OAS is expressed 
as a percentage of CPP contributory earnings. 


Second, the U.S. system was amended in 1977 to decouple the benefit 
formula for indexing, thus resulting in lower replacement ratios after 
1981 and a more stable cost structure. 


Third, the U.S. benefits are higher. In 1979 the earnings ceiling 
in the United States was $22,900 compared with $11,700 for the YMPE in 
Canada. ‘The maximum monthly benefit under OASDI in 1979 was $550 for a 
single person, $825 for a couple, and $963 for a family. This compares 
with $385 single and $552 for a couple or a family in Canada. A fairer 
camparison may perhaps be obtained by taking someone with previous 
annual earnings of $14,000. The U.S. monthly benefit in 1979 was ap- 
proximately $492 single, $738 couple, and $86l family maximum. Even 
allowing for the lower average of earned incomes in Canada, the U.S. 
benefit level is superior, and not solely because of the provision for 
eligible children. 


In the United States, retirement may take place at age 62, with 80 
per cent of the pension otherwise payable. This rule allows pensions to 
start earlier and is more generous than an actuarial equivalent basis. 
In the event of death, the U.S. benefits are generally better than in 
Canada, as follows: 


Le2 


Percentage of primary insurance amount 


Spouse, age 65 100 
Spouse, age 60 fs 
Disabled spouse, age 50 50 
Spouse with child 15 
Each child 1D 
Dependent parent S235 


The United States has two features that are less generous: 
- The earnings limitation up to age 72; and 


- The minimum pension of $122.00, which is less than Canada's OAS. 
On balance, however, the U.S. benefits are greater than those in 
Canada. 


The U.S. percentage costs are also greater because the U.S. self- 
employed worker pays only 150 per cent (or less) of the contribution 
rate paid by employers and employees. 


Finally, the present U.S. population is on average older than that 
in Canada and projections indicate that this difference will continue. 


Table 3 
Ratio of Population Age 65 and Over to Population Age 20-64, Canada and 
United States 


Canada less Quebec United States 
Males Females Combined Males Females Combined 
(Per cent) 
1975 13.9 Jobers dhsyite: 15.8 21.8 18.9 
1980 13839 TS E2 160k 16.0 22.6 19.4 
1990 14.6 20.3 L7S5 7 sO 24.4 2020 
2000 1553 21.4 Leos 0 24.7 209 
2025 236 3250 21e5 3256 
2050 2559 36.07 Bl ee) Syste 


Source Table prepared for the Royal Commission based on the Commis- 
sion's dependency ratios (Appendix B-2) and U.S. comparisons 
provided by Laurence Coward. 


The ultimate U.S. ratio for males and females combined is estimated 
to be 34 per cent. The present age-dependency burden in the United 
States will not be matched in Canada until just after the year 2000. 
Both the United States and Canada show strong effects of the baby boom 
on the age distribution, but the Canadian figures remain below those in 
the United States at all times. 


These results depend on the assumptions made as to the future. For 
example: 


TS3 


- U.S. assumptions show mortality decreasing by 18 per cent from 
1976 to 2050, a smaller decline than in Canada. 


- U.S. fertility is assumed to decline to 1.65 in 1980 and then 
rise slowly to 2.1 by the year 2005; lower rates than in Canada. 


- U.S. disability incidence is assumed to increase, reaching a 
level in 1986 that is 33 per cent above the 1977 level; no such 
adjustment was made in Canada. 


Thus we see that a superficial statement that U.S. social security 
benefits are better than Canada's has little validity. Comparative 
costs show U.S. costs are greater and these in turn are due sto three 
factors: more generous benefits, a population with a higher average 
age, and more conservative actuarial assumptions. A precise comparison 
would involve measuring equal benefits against the cost structure or 
equal costs against the benefit structure. 


APPEALS PROCEDURE 


There are two procedures for appealing CPP determinations according 
to the nature of the question involved, basically whether the question 
involves contributions or benefits. If an issue is raised with regard 
to liability for making a contribution or the amount of contribution, 
the employee or employer may apply to the Minister of National Revenue 
for a determination (section 28). The decision of the Minister may be 
appealed to the Pension Appeals Board (section 29). The members of 
the board are appointed by the Governor-in-Council and must include 
a chairman and a vice-chairman, each of whom must be a judge of the 
Federal Court of Canada or of a superior district or county court of a 
province (section 85). The Board may hear appeals at any place in 
Canada. An appeal lies to the Supreme Court of Canada withsits Teave 
(section 30). 


If eligibility for a benefit or the amount of a benefit is raised, 
an applicant may appeal to the Minister of Health and Welfare (section 
83). An appeal may be taken from the Minister's decision to the Review 
Committee (section 84). ‘The Review Committee consists of three members , 
one appointed by or on behalf of the applicant, one on behalf of the 
Minister and a third chosen by the two others. These members receive no 
remuneration for such duties. A decision of this Committee may be 
appealed to the Pension Appeals Board with leave of the Board (section 
85) 6 


The Pension Appeals Board consisted of 8 members in 1977, 7 of whom 
were Supreme Court judges of various provinces and one county court 
judge (board duties are in addition to their regular judicial duties). 
The judges must be bilingual and undertake extensive travel throughout 
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Canada to conduct hearings.(27) Three judges constitute a quorum; this 
requirement adds to the difficulty of organizing hearings. 


Between 1966 and 1976 there were a total of 714 appeals to the 
Minister of National Revenue with regard to CPP contributions, and 88 
cases brought before the Pension Appeals Board.(28) With regard to CPP 
benefits there were 1,629 appeals to the Minister of Health and Welfare 
from 1970 to 1976 (9 months) and 282 cases brought before the Pension 
Appeals Board (1966-1976).(29) There are now about 200 appeals a year 
to the Review Committee. 


The vast majority of appeals under section 83 deal with entitlement 
of the applicant to a disability pension, and a complex procedure has 
been established which includes medical examination at the expense of 
the CPP. 


A study of the Pension Appeals Board for the Law Reform Commission 
of Canada (1979) stated that in social security, the guarantee of indi- 
vidual justice, the need for consistency and the importance of speed in 
rendering decisions appear as essential considerations in any serious 
reflection upon the reform of administrative procedure. The study 
found access to information to be unsatisfactory and saw an urgent 
need to revamp litigation to ensure less delay. With regard to CPP 
contributions, the entire appeal process takes about 2 years and 2 
months; and with regard to CPP benefits, the process takes 2 years and 9 
months.(30) The real causes of inefficiency were found to be in the 
administrative structure itself: the multiplicity of appeal authorities 
in each area Of jurisdiction and their impermanent character. ‘The study 
recommended abolition of the Review Committee and replacement of the 
board by a new federal social security tribunal with wide jurisiction in 
all social security matters, including CPP, unemployment insurance, 
and OAS. The tribunal would be 5 to 7 members composed of judges and 
others, and appeals could be heard by one member. 


Problems with the Review Committee procedure in relation to compet- 
ing claims for survivor benefits have been referred to in decisions of 
the Pension Appeals Board. Competing claimants may not meet at earlier 
appeal levels. The board itself has suggested that the Review Committee 
procedure be eliminated and a direct appeal to the board be allowed (see 
MNH&W v. Bogle et al., CCH Canadian Employment Benefits and Pension 
Guide Reports, p. 6448). In MNH&W v. Germano et al., (CCH, p. 6453) the 
board states, "...perhaps this should be an occasion to review the 
necessity of such a Committee at least where conflicting claims to a 
survivor's benefit are being aired. It results in a time and money- 
consuming effort which is of no apparent benefit." 


The Commission has not done a detailed investigation of the CPP 


appeals procedure. We refer to these matters as appropriate for review 
when the CPP is next being amended. 
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NOTES 


(1) 


(2) 


(3) 
(4) 


(5) 


(6) 
(xz:) 


(8) 


2))) 


Table prepared by Harry Weitz for his study of coverage, 
reproduced in full in Volume VIII. Readers wishing to use these 
statistics are referred to comments by Mr. Weitz on the lack of 
strict comparability between the two data bases used. 


Canada Pension Plan, R.S.C. 1970, c. C-5, as amended, 
SECCIONSO (2). 


Brief 182. 


See Volume III, Chapter 8, for a discussion of the position of 
women generally with regard to retirement income. 


This illustration sidesteps some of the technicalities revealed by 
a careful reading of the Act, sec. 48 and 49. One should keep in 


mind that: 


a) contributory period as defined in sec. 49 excludes months 
during the child-raising period in any year when the person's 
earnings were equal to or less than the YBE. 


b) the child-rearing dropout is applied to reduce the 
contributory period (as defined) - before any other dropout - 
and is equal to the total child-rearing period (sec. 43(1)) 
less any months already taken into account in arriving at the 
contributory period. In other words, months of low or no 
earnings in years when the person's earnings exceeded the YBE. 


c) the over-65 dropout, if applicable, is a reduction of the 
remaining months. lLow-earnings months are offset, but not 


those months already dropped under (b). 


d) the 15 per cent dropout is applied to the remaining months 
(after applying the first two). 


e) the 120-month minimum is overriding; no dropout can have the 
effect of reducing the divisor to less than than 120, referred 


to as basic contributory months. (There is one exception: 


the case of a disability pensioner - see sec. 43(1)). 
Brief 176. 


Ontario in effect has veto power over amendments to the CPP 
affecting benefits and contributions because such amendments 
require the approval of two-thirds of the participating provinces 
having two-thirds of the population of the participating 
provinces. Ontario has slightly over 50 per cent of the total 
population of participating provinces. 


Summarized from letter dated January 12, 1977 from the Hon. James 
Taylor, Q.C. Minister of Community and Social Services to the Hon. 
Marc Lalonde, Minister of National Health and Welfare. 


A more detailed description of surviving spouse provisions will be 
found in the outline of features in Chapter 2, and in Volume I, 
Chapter 5. 
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(10) 
cA1) 


(12) 


(13) 
(14) 


(15) 
(16) 
C17.) 
(18) 
(1) 
(20) 


(21) 


(22) 


(23%) 


(24) 


(25) 


(26) 
(27) 


(28) 
(29) 


(30) 


See Volume I, Chapter 6. 


Revenue Canada, Taxation Statistics 1978 (for the 1976 taxation 
year). Table 3, p. 50 and Table 4, p. 58. 


See the Commission's analysis of Adequacy of Benefits from 
Government Programs, Volume I, Chapter 6. 


See Appendix C-4. 


Committee on Financing Benefits of the Quebec Pension Plan and 
Supplementary Pension Plans; Report, 1978. 


Recommendations R10 to R23. 

Younger if there are dependent children. 

"Dependent child" is one aged 18 years or under. 

See Volume I, Chapter 6, for full discussion and methodology. 
See also Canadian Labour Congress, Brief 304. 


"Available income" is defined as income after tax, plus the value 
of benefits universally available to those age 65 and over in 
Ontario such as tax credits. See Volume I, Chapter 6. 


See Tables A-1 to A-4 in the methodology for net replacement 
ratios in Volume I, Chapter 6. 


See remarks concerning the married person whose spouse is under 60 
in Adequacy, Volume I, Chapter 6. 


For a full discussion of the issues involved in retirement age see 
Volume III, Chapter 15. 


See Report on Consumer Survey in Volume VIII. 


The U.S. social security benefit is reduced $1 for every $2 of 
excess income. Income could be earned up to $2,760 in 1976 
without a reduction, and up to about $3,500 in 1979. 


To be lowered to age 70 after 1981. 


Pierre Issalys, The Pension Appeals Board, a study of 


administrative procedure in social security matters, prepared for 
the Law Reform Commission of Canada, 1979, pe. 55. 


Ibid., pp. 94, 114. 
ibide, ppei94 > 150. 


Thid spr t307. 
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Chapter 9 


Conclusions and Recommendations 


CONCLUSIONS 


The financial security of the CPP has become a concern for the 
average working Canadian. In the Commission's opinion this concern 
is unfounded. The CPP is not bankrupt and will not be by the time 
the extra population from the post-war baby boom starts to receive 
retirement benefits, if benefit levels and the funding structure remain 
unchanged. This is so even with high inflation and a low birth rate. 
Contributions will have to be increased; but that eventuality has never 
been in dispute. The timing and extent of contribution adjustments, 
however, are matters of legitimate and vital concern. 


The scheme of the CPP funding is unfolding as predicted in 1964. 
The latest statutory actuarial report for the plan and the Commission's 
projections show that in the year 1985 or 1986 benefits will exceed 
contributions for the first time. This does not mean that contributions 
need increase immediately when that event occurs. Rather it means that 
less money will then be available for borrowing by the participating 
provinces. Interest on the existing fund will continue, and for another 
five or six years will be available for additional provincial borrowing. 
For some ten years therefore, there will be no real need to increase 
contributions for the CPP itself. 


That ten-year moratorium offers two major temptations. The first 
is to increase benefits without raising contributions to the full extent 
of benefit costs. This would have the effect of reducing the time 
within which the main decision on contribution increases must be made; 
but it might be politically attractive in the short run. 


The second temptation is to increase contributions (and benefits to 
the extent necessary to justify politically the increase) beyond the 
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amounts required on a pay-go basis to supply additional CapLtail, fon 
borrowing by the participating provinces at favourable rates. Such 
increases could be as large as that projected for a fully-funded CPP. 


The Commission's recommendations would not only reject both these 
temptations but would convert the CPP to a design most compatible with a 
system of social security. 


When CPP contributions are required to increase in about 1991, the 
Commission recommends that the new rates be sufficient to place the plan 
on a pay-as-you-go basis. ‘The only fund required should be one limited 
to twice the year's benefit and administrative cost pay-out three years 
in advance. This would cover any unexpected fluctuations in benefit 
requirements. The rates should also be set with consideration of the 
long-run requirements of the plan, and should have a monitoring and 
adjusting mechanism which will facilitate any necessary changes and 
avoid disruption of other public and private programs. 


The Commission's investment recommendations would replace the 
present system (which invites the description of "ghost funding") with 
marketable securities of provincial Crown corporations having tangible 
and creditable value. The discipline of regular capital markets would 
discourage unnecessary government borrowing and would also ensure a 
market rate of return for the plan and a definite schedule for repayment 
of government obligations. 


Since the fund available for investment under the recommended 
pay-as-you-go design will be small compared with any full or partial 
funding design, there is no danger that CPP transactions will involve 
the government in swamping or controlling Canadian capital markets. 


Alteration of existing benefit features should also be approached 
with caution and with full recognition of the cost implications of any 
changes. The Commission favours the adoption of a child-rearing dropout 
provision, while realizing it will have an additional cost, because 
it appears to have such universal support in perception of a social 
need. On the other hand the Commission does not accept the approach of 
Cofirentes+ for short-term survivor benefits because it does not believe 
such an approach reflects social perceptions today. 


The problems of today's elderly, particularly women, are not 
created by inadequate CPP survivor benefits. Their problems have their 
roots in the economic and social structure of times before the CPP 
began, and cannot be cured by a sudden increase in these benefits for 
the near and long-term future. Short-run solutions for problems such as 
these would be disruptive for the CPP. Since rapid and direct action is 
required to alleviate the problems of the elderly, such action would be 
better taken through income-tested programs such as an expanded GIS. It 
would then be clear that it is today's work-force that is called upon to 
support today's elderly population. 
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The CPP vehicle is then left to move steadily towards the fulfil- 
ment of its dual role in the government's system of social security: 
first to provide, along with OAS and GIS, a minimum adequate income for 
those 65 and over; and second, to assist the worker in preserving into 
retirement his or her pre-retirement standard of living, by providing a 
measure of income replacement. 


With regard to the latter role the Commission believes that the 
present CPP level of income replacement ought not to be expanded to the 
detriment of other vehicles which allow more individual choice and 
involve less threat of over-burdening future generations with their 
cost. The Commission's recommendations favour a provincial universal 
retirement savings plan as well as improvements to employment pensions. 
In particular the ten years before CPP contributions rise should be used 
by Ontario to build up the Provincial Universal Retirement System (PURS) 
by accommodating contributions by both employers and employees to that 
money-purchase plan. If CPP contributions were to increase dramatically 
in 1985 or 1986 there would be resistance to the adoption of any scheme 
requiring further contributions. Ten years of contributions to PURS 
before changes in the CPP rates would allow a smooth flow of new capital 
into the private markets. ‘There would also be time for adjustment to a 
Suitable retirement goal, incorporating income to be provided by the 
CPP, PURS, employment pensions and other retirement savings vehicles. 


The 1980s should see the beginning of new approaches to retirement 
income planning. Ontario is now in a position to adopt measures that 
will ensure a sound Canada Pension Plan as part of an effective retire- 
ment income system. 


RECOMMENDATIONS 


The Commission therefore recommends that: 


The Canada Pension Plan be funded on a pay-as-you-go basis, with a 
contingency fund maintained at the level required to satisfy twice the 
year's benefit and administrative cost pay-out three years in advance. 


The existing combined contribution rate of 3.6 per cent continue un- 


changed until such time as the existing fund is reduced to the level 
required to satisfy twice the year's benefit and administrative cost 


pay-out three years in advance. 


When an increase in contribution rates on a pay-as-you-go basis is 
required there be a gradual phasing-in of increases to approximate 
pay-as-you-go rates by setting contribution rates six years in advance 
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of such changes, to maintain a contingency fund at all times equal to 
twice the year's benefit and administrative cost pay-out three years in 
advance. 


Until the existing fund is reduced to the level required by the recom-— 
mendations, the CPP fund be operated on the Fund C basis outlined in 
Statutory Actuarial Report No. 6 for the CPP, with actual payment of 
interest on borrowing to be made after excess funds above the level 
required to satisfy twice the year's benefit and administrative cost 
pay-out three years in advance are no longer available for lending to 
the provinces. 


The CPP fund be operated on the Fund C basis so that no repayment of 
capital of the fund is required from the provinces except on a call 
basis to satisfy the purposes of the contingency fund. 


There be no increases to the benefit formula under the CPP without an 
increase in contribution rates on a pay-as-you-go basis with a contin- 
gency fund to satisy twice the year's benefit and administrative cost 
pay-out three years in advance, to cover the full cost of such increased 
benefits without regard to any excess funds on hand resulting from 
existing funding procedures. 


The investment structure of the CPP be altered to ensure the receipt of 
market rates of interest on the capital of the fund and to ensure a 
control of investment through links with normal market practices, by 
adopting the following procedures: 


a) upon maturity of existing provincial undertakings, commencing 
in 1986, each obligation be replaced with a twenty-year nego- 
tiable bond with a fixed maturity date issued by a provincial 
Crown corporation, guaranteed by the province and accompanied 
by a certificate of the treasurer of the province that the 
proceeds of such bonds are being used, 


(1) to invest in fixed assets of the provincial Crown corpor- 
ation; O© 


(ii) to refinance outstanding debt of the provincial Crown 
corporation originally used to finance acquisition of 
fixed assets; 


b) the interest rate on such new securities be at the market 


rate determined by the average rate prevailing in the twenty 
preceding trading days on outstanding long-term debt issued by 
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Or guaranteed by the province, denamninated in Canadian dollars; 
or struck by reference to 


(i) the average of interest rates on all outstanding debt 
issued or guaranteed by participating provinces, weighted 
according to CPP contributions in the year of calcu- 
lation, or 


(ii) the average interest rate on outstanding debt issued or 
guaranteed by the province concerned, with the treasurer 
of the province having the right to elect between (1) and 
(11); 


c) all funds declined by the provinces in any month be invested in 
90-day treasury bills of the province concerned, or of the 
federal government if no provincial bills are available, until 
such time as the province takes up the funds against the secu- 
rities of a provincial Crown corporation as stipulated in a). 


The Government of Qtario support the continuation of the CPP on its 
present campulsory and "earnings-related" basis and resist any extension 
of coverage to unpaid workers. 


The Government of Ontario approve the amendment of the CPP for the 
child-rearing dropout provision as now legislated, to take effect 
without delay. 


Benefits payable to the survivor of a deceased contributor in receipt of 
retirement benefits continue to be approximately 60 per cent of the 
pension benefit of the deceased contributor, and that the Government of 
Ontario resist any extension of the existing survivor benefits. 


The Government of Ontario take no steps to extend the principle of 
credit-splitting upon dissolution of marriage to create a division of 
credits during marriage. 


Since the CPP is fulfilling the social role required of government by 
providing, with other government programs, nearly 100 per cent replace- 
ment income for those working below or at the Average Industrial Wage, 
that the Government of Ontario resist any steps to increase the existing 
levels of retirement benefits and survivor benefits under the CPP, or 
alter the existing goal of 25 per cent of the Average Industrial Wage 
for those at the YMPE, and that such benefits continue to be financed by 
equal contributions by employer and employee. 
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The earliest age of eligibility for CPP retirement benefits should 
continue to be age 65, with any future change to be only in concert with 
all government retirement income programs. 


The Government of Ontario consider amendments to the CPP to provide a 
more effective, less complicated, and less time-consuming procedure for 
appeals as to both contributions and benefits under the CPP. 


All CPP benefits continue to be based on earnings indexed to the Average 
Industrial Wage, and after payment commences, be indexed as at present 
to the Consumer Price Index. 


No earnings test for retirement benefits be reinstated in the CPP while 
age for eligibility for retirement benefits remains at 65. 
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Comparison of the Royal Commission's Population Projection Assumptions 
with those of Statistics Canada 


Because many readers will be familiar with population projections 
done by Statistics Canada(l) we outline the reasons which prompted the 
Commission to do its own demographic research and to compare the two 
sets of projections. Principally the Commission felt that the data 
available through Statistics Canada used too short a time basis for 
the Commission's purposes; even though the population figures used 
by Statistics Canada are projected to the year 2001, the fertility 
assumptions on which they are based remain constant after 1985, and 
mortality trends end in the 1985-89 period. Since the Commission must 
apply the results of its work to funding predictions for the Canada 
Pension Plan, population projections for the longer term are essential. 
Consequently the Commission chose to carry its assumptions for fertility 
forward to 1990, for immigration to the year 2000 and for mortality 
through to 2050. As has been mentioned, the Commission chose what 
it considered to be the most probable fertility scenario. In this 
section we compare this choice with the range of scenarios in Statistics 
Canada's work. These are labelled A, B, C and D in the Statistics 
Canada population projections. However, two other projections appear 
in a discussion of dependency ratios to be found in Social Security 
National Programs, 1978.(2) While fertility assumptions in that study 
go forward only to 1985 as before, the population figures are available 
for 2051 and allow for longer-term comparisons with the Commission's 
work. Since the Commission's projections were done on the basis of 
five-year intervals ending with "0" and "5", while Statistics Canada 
uses Census years, "1" and "6", absolute accuracy of comparison is not 
possible, but the difference is not enough to nullify any comparison of 
the overall direction of the projections. 


PERGEOTTY 


The Commission's projections (described in Chapter 3) are expressed 
in terms of Net Reproduction Rates(3) while Statistics Canada uses Total 
Fertility.(4) For purposes of comparison, therefore, the Commission's 
figures have been converted to Total Fertility: a Net Reproduction Rate 
of 1 equals 2.112 Total Fertility - that is 2.112 births per female 
provided she survives to the child-bearing years. A comparison of the 
various Total Fertility assumptions follows: 


Commission: merease to’ 2.5 in 1985, ‘drop to 2.3 in 1990, drop. to 
2.1 in 1995 and remain constant thereafter. 
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Statistics Canada: 


"A" — increase to 2.6 in 1985 remaining constant thereafter 
"B" — increase to 2.2 in 1985 remaining constant thereafter 
"Cc" — increase to 1.8 in 1985 remaining constant thereafter 
"D" — increase to 1.8 in 1985 remaining constant thereafter 


Projection I — dropping from the 1975 rate of 1.84 to 1.5 in 1985 
and remaining constant thereafter 


Projection II - remaining at 1.84 


As can be seen from Figure 1, the Commission's assumption of a 
Slight increase in the rate does not reach as high as the Statistics 
Canada "A" projection (high fertility), and drops to a level slightly 
below the "B" projection (medium fertility). 


MIGRATION 
a) International 


The Commission assumed immigration of 100,000 per year and emigra- 
tion of 40,000, with the resulting net figure of 60,000 being escalated 
by .5 per cent per year to the year 2000, at which time it reaches 
66,960 and remains constant thereafter. It is assumed that Ontario 
will receive 50 per cent of the immigrants and lose 40 per cent of the 
emigrants. 


Statistics Canada uses a range of figures for immigration, based on 
experience, from a high of 200,000 through 160,000 and 120,000 to a 
low of 80,000 per year. Their assumption of a constant emigration of 
60,000 per year results in net figures of 140,000, 100,000, 60,000 and 
20,000, and no escalation of these figures over time is assumed. For 
the projections only the two middle figures are used. The higher of 
these two (100,000) is used for Projections A, I and II, the lower 
(60,000) for Projections B, C and D. Statistics Canada assumes that 
Ontario receives a constant 53 per cent of the total immigration and 
loses 40 per cent of the total emigration from Canada. 


b) Interprovincial 
Ontario's traditional position as a net gainer from interprovincial 
migration is reflected in Statistics Canada's assumptions - the change 


to a net loser position in the mid-1970s was too recent to have been in- 
corporated into their figures. Their assumptions break out as follows: 
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A - high migration, with Ontario gaining 36,218 per year; 
B - medium - high migration, with Ontario gaining 25,435 per year; 


C - medium - low migration, with Ontario gaining 12,712 per year 
(one-half of "B"); 


D - low migration with Ontario gaining 4,500 per year. 

As mentioned, the Commission has assumed a net gain of +0 for 
internal migration, based on the swing from gain to loss experienced in 
recent years. 

MORTALITY 

The Commission's assumptions, based on the 1971 Census population 
and U.S. Actuarial Study No. 77 are discussed in Chapter 3. For their 
projections Statistics Canada used the post-censal population estimates 
of June 1, 1972 and constructed abridged life tables. for "Canada. (5) 
Their broad underlying assumptions coincide with those accepted by the 
Commission: 

- a continuing improvement in life expectancy for both sexes; 


- a widening of the gap in life expectancy between the sexes; 


- some improvement in infant mortality; 


some increase in violent deaths for males aged 20 and over; 
- no allowance for a major medical breakthrough. 


The assumptions used by Statistics Canada are common to all their 
scenarios. 


A comparison of the several assumptions appears in the following 
table: 
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POPULATION PROJECTIONS 


The cumulative impact of differing demographic assumptions gives us 
a range of population figures which vary considerably at the years 
2000-2001, and dramatically when projected to 2050. 


Canada - Total Population 


The Commission's assumptions of a slight resurgence in fertility 
and escalating immigration produce results that fall between the "A" and 
"B" projections of Statistics Canada. The comparisons set out in Table 
2 show a high in 2000-1 of 34.6 million in "A" and a low of 28.2 million 
in Projection I. When extended to 2050, the low fertility assumptions 
of Projections I and II yield totals of 26.0 and 33.7 million respec-— 
tively - well below the Commission's figure of 42.1 million. 
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Canada —- Population 65 and Over 


Since the population that will be 65 and over in 2000-1 has already 
been born, the factors of mortality and immigration are the only ones 
that will affect the totals. Consequently there is minimal diver- 
gence to be found between the various projections. As seen from Table 
3, they range from a high of 3,393,200 for "A" down to 3,337,700 for 
"DD." The Commission's figure of 3,384,000 is in the upper range. 
Projections extended to 2050 naturally show greater divergence: the 
Commission's figure of 7,458,000 compares with 6,241,000 for Projection 
II and 5,922,500 for Projection I. The projections produce very similar 
results over the short tern. 
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Ontario — Total Population 


Figures are available for the short term only since Projections I 
and II deal only with the total Canadian population. From now to 2000-1 
we find the Commission's estimates lying between Statistics Canada 
projections "B" and "C". The Commission's assumption of +0 inter- 
provincial movement is the main factor in reducing the projected total. 
The figures range from a high of 14.6 million for Projection "A" to the 
low of 11.2 million for Projection "D". Figures for intervening years 
are shown in Table 4, as well as the Commission's projected totals to 
2050); 


Ontario — Population 65 and Over 


The same condensed time-frame applies as in Ontario's total popu- 
lation projections; however, in these projections we note from Table 4 
that the Commission's figure is slightly below any of the Statistics 
Canada Projections: 1.278 million for the Commission compared with 
1.295 for Projection "D", in 2000-1. In any case, the Statistics Canada 
short-term figures are not helpful for an assessment of the CPP from 
Ontario's point of view since it is generally agreed that the crucial 
time is to be expected about 2030. As seen in Table 4, the Commission's 
projections show a rapid rise in the elderly population after about 
2010. 
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SUMMARY 


The fact that the Commission's fertility and immigration assump- 
tions produce population figures for Canada toward the upper end of the 
Statistics Canada range means that we expect a less drastic drop-off in 
the younger population than is currently predicted in some quarters, and 
because of the larger numbers of working age we expect dependency ratios 
in the next century to be a less serious problem than they are regarded 
in other current works. The size and structure of Canada's population 
is of crucial importance to the assessment of the Canada Pension Plan. 
Therefore, in the Commission's opinion, short-term projections such as 
those of Statistics Canada just discussed were not sufficient for such 
an assessment. 
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NOTES 


ich) 


(2) 


(3) 


(4) 


(5S) 


Statistics Canada, Population Projections for Canada and the 
Provinces, 1942-2001 (Cat. 91-514). 


Statistics Canada, Social Security National Program, 1978 
(Cat. 86-201), Introduction. 


Net Reproduction Rate (NRR) - the probable number of female 
children each female will have during her lifetime. 


Total Fertility - the probable number of children a woman will have 
if she survives to child-bearing age. 


Population Projections, p. 21. 
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A Review and Critical Analysis of the Econamic Literature on Social 
Security 


This study focuses on the issue of the optimal funding arrangement 
for old age assistance programs, such as the Canada and the Quebec Pen- 
sion Plans (CPP and QPP). This subject is receiving considerable atten- 
tion in the public and private sectors in both Canada and the United 
States at this time. 


In Canada, many actuaries, econanists, and public officials have 
warned that the CPP may not be financially viable in the 1980s and 
1990s. The problem has came into focus because of demographic studies 
indicating that the average age of Canada's population will rise signif- 
icantly between the late 1970s and the year 2000. ‘The consensus is that 
this population aging will necessitate either substantial increases in 
the CPP contribution rates to maintain the current relative level of 
benefits or a sharp decline in that level. Otherwise, with the same 
contribution rates, the existing reserve fund will fall seriously into 
debt if the current level of benefits is maintained.(1l) 


Similar demographically related concerns about the funding of its 
social security system are evident in the United States. But, as well, 
Feldstein argues forcefully that public pension plans have a substantial 
negative impact on the rate of private savings. Indeed, his studies and 
one by Munnell indicate that the pay-as-you-go social insurance system 
has had a significant negative impact on the level of savings and that 
the U.S. social security system has led to a marked reduction in the 
nation's stock of physical capital and hence the productive capacity of 
the econany. (2) 


Under pure pay-as-you-go financing, contributions to the plan are 


immediately distributed as benefits rather than accumulated in a fund. 
To the extent that contributors consider such benefits compulsory sav- 
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ings, they may tend to reduce their rate of personal saving. A private 
pension fund or a fully funded public pension plan must build up an ade- 
quate reserve fund and, in principal, need not have a negative "savings" 
effect. 


While the CPP is not quite as close to a pure pay-as-you-go system 
as is the U.S. social security system, because of the small contingency 
reserve fund that is available to finance provincial government debt, 
the Ontario Ministry of Treasury, Economics and Intergovernmental Af- 
fairs (TEIGA), expressed similar concerns about the structure, develop- 
ment, and funding of the CPP in a recent report presented to the Royal 
Commission on Pensions in Ontario.(3) The report suggested that the pub- 
lic pension system - represented by Old Age Security (OAS), the Guaran- 
teed Income Supplement (GIS), and the CPP programs - has also depressed 
personal savings in Canada. Indeed, the report showed that between LODZ 
and 1975 public pensions in Canada lowered the rate of personal savings 
by 3.1 percentage points. In 1975 this was equivalent to a 22 per cent 
reduction in the rate of personal savings from disposable income. The 
study concluded that, in the absence of Canada's public pension system, 
the personal savings rate in 1975 would have been 13.9 per cent rather 
than the realized 10.8 per cent. Therefore, there was a $3.5 billion 
reduction in the level of savings because of the negative impact of pub- 
lic pensions. 


Obviously, then, in view of its terms of reference, the Commission 
must develop a position on the applicability and usefulness of the Lice 
erature that is critical of public pension schemes. The following four 
issues seem to be central to the economic arguments against pay-as-you- 
go financing of public pensions: 


1. the impact of the CPP on the aggregate savings rate of the 
economy , 


2. the relationship between capital accumulation and aggregate 
economic growth, 


3. the economic criteria for a fully funded CPP compared with a 
pay-as-you-go plan, and 


4. the allocation of investment funds under a regime of a fully 
funded CPP. 


Critics suggest that pay-as-you-go financing has resulted in a de- 
cline in aggregate savings rates. Such schemes may indeed have reduced 
the flow of funds available for public investment compared with fully 
funded investment programs and thus may have lowered the economic poten- 
tial. This report considers both the theoretical and empirical evidence, 
with the purpose of framing a position on whether there is a fundamental 
difference between the impact of a fully funded scheme and a pay-as—you- 
go system on the aggregate savings rate or, indeed, whether this issue 
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should be judged as being at all relevant for the Commission. Our study 
considers whether private pension schemes may not also produce the same 
Savings effects as a public pension plan, particularly if public pension 
plans complement rather than fully supplement the private plans. The 
discussion highlights the importance of economic assumptions and their 
relation to the issue, for if the assumptions are unrealistic, what con- 
clusions can be drawn? 


From a social welfare perspective, the TEIGA study argued that the 
choice of how to finance a social security plan is clear; that is, it 
should be made on the basis of relative rates of return to savings that 
are available to the contributors. In simple terms, the funding system 
that earns the highest rate of return is the one that is desirable and 
socially optimal. But in order to earn the highest rate of return, it 
may be necessary to invest the available funds not in government bonds 
but in the equity sector of the private capital market. Once again, the 
appropriateness of the assumptions is considered, particularly in rela- 
tion to the measurements of rates of return in a fully funded and a pay- 
as-you-go plan. The desirability of equity investment in funded schemes 
is examined as well. 


Finally, if Canada's social security system were organized on a 
private, fully funded pension basis, it is clear that the concerns over 
whether social security financing depresses the level of national sav- 
ings and, in turn, whether a lower level of savings results in a lower 
real economic growth would not be relevant. Indeed, only one out of the 
four central issues would remain - the proper rate of return for a fully 
invested public plan. 


The following sections of this report deal with the appropriate 
funding arrangements for a national pension plan. On the basis of the 
brief statistical overview of the interplay between savings and invest- 
ment flows in the Canadian economy, one can intuitively grasp that the 
statistical significance of the first two issues - the depressing effect 
of public pensions schemes on national savings and capital stock accumu- 
lation - may have been overstated. 


A STATISTICAL OVERVIEW OF THE FINANCING OF CAPITAL FORMATION IN CANADA 


The aggregate statistics presented here relate directly to the 
question whether the existence of a public pension system does, in fact, 
alter an individual's savings decision and in turn lead to a lower level 
of personal and aggregate savings. When the CPP began in 1966, the per- 
sonal savings rate in Canada was about 6 per cent of personal disposable 
income.(4) The rate drifted slightly downward until the early 1970s when 
it began to climb, reaching over 10 per cent in 1974 (Table 1). Yet the 
ratio of aggregate savings or investment to GNP has remained relatively 
constant over the past twenty-five years. As well, the personal savings 
ratio has displayed a wider degree of variability than the aggregate 
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savings ratio over the same period, rising to a fifteen-year high in the 


Table 1 
Selected Savings Ratios, 1962-77 


Personal savings Business Investment/ 
rate (a) investment rate(b) GNP rate(c) 
(Per cent) 

1962 5.0 98.5 1633 
1963 4.4 0123 #625 
1964 4.4 90.0 1Si3 
1965 6.1 83.0 19.4 
1966 Ge THO2 2082 
1967 Gea 78.0 . Loa 
1968 Belz 86.5 Vegiras, 
1969 4.8 Sitey L7s8 
1970 5si2 Is pus: 73 
1971 S26 76.0 18.0 
1972 Laud Wee LORE 
1973 8.4 86.6 19.0 
1974 LOZ2 86.0 19.6 
1975 10.8 Lee 20.4 
1976 10.8 Te 19.9 
LOWS. LOS7 70.9 19.4 


eo te ela wh ae al sl ar sc ee ns ri St ci Sct 

a Personal savings, excluding change in farm inventories, as a propor- 
tion of personal disposable income. 

b Corporate and government business enterprise, undistributed profits, 
and capital cost allowances as a proportion of gross fixed capital 
formation. 

c Business gross fixed capital formation as a proportion of GNP. 


Source Statistics Canada, National Income and Expenditure Accounts, 
1962-1976, Cat. 13-201 (December 1977), pp. 2-3, 6-7, 28-31; and 
idem., National Income and Expenditure Accounts, 1963-1977, Cat. 
13-201 (November 1978), pp. 6-7. 


Much of the variability in the personal savings rate appears to be 
related to inflationary trends. During periods when the aggregate rate 
of inflation has been quite low - say, less than 3 per cent - the per- 
sonal savings rate has tended to be below the fifteen-year average. Over 
the past half-decade, when increases in the rate of inflation have been 
in the double-digit range, the personal savings rate has shifted upward 
quite dramatically, despite the greater income uncertainty (Table 2). 
During this period, the female labour force participation rate soared 
faster than expected, and this contributed as well to an increase in the 
personal savings rate. In addition, federal and provincial fiscal incen- 
tives to encourage housing purchases canbined with a sharp rise in fam- 
ily formation rates in the 1970s to augment the savings rates. Thus at a 
rather superficial level, the statistics in Table 2 seem to suggest that 
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even if the CPP has had a negative impact on the personal savings rate 
in this country, other factors - inflation, demographic trends, fiscal 
incentives - have been as important and may even have offset any nega- 
tive effects. 


Table 2 
Rate of Personal Savings and Inflation, 1962-77 


Personal savings Inflation 
rate (a) rate(b) 
(Per cent) 

1962 520 

1963 4.4 1.5 
1964 4.4 reo 
1965 Oak 200 
1966 6e2 Bigs 
1967 ed! 3.4 
1968 Dez 4.1 
1969 4.8 Bee 
1970 Sy S56 
1971 Deo 2.4 
1972 Tesi 70 
1973 8.4 Teg 
1974 LOS2 11.0 
1975 10.8 10.6 
1976 10.8 Te2 
1977 LOM? 7.4 


a Personal savings, excluding change in farm in- 
ventories, aS a proportion of personal disposa- 
ble income. 

b Annual rate of change in implicit price index 
for personal expenditure on consumer goods and 
services. 


Source Statistics Canada, National Income and 
Expenditure Accounts, 1962-1976, Cat. 13- 
201 (December 1977), pp. 2-3, 6-7, 28-31; 
and Statistics Canada, National Income and 
Expenditure Accounts, 1963-1977, Cat. 13- 
201 (November 1978), pp. 6-7. 


This raises the further important question whether an empirical 
study of the relationship between the personal Savings rate and the 
funding arrangements of the CPP, including the other existing elements 
of old age assistance programs, can distinguish between the effects of 
the CPP funding and other factors that have changed significantly over 
the postwar period. The data in Table 3 reveal that personal savings 
contribute less than 30 per cent of the total supply of savings to the 
Canadian economy. The principal sources of savings for investment pur- 
poses have been corporate retained earnings and capital consumption al- 
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lowances, which have generated over 60 per cent of the funds required to 
finance the level of physical capital expenditures undertaken in Canada 
over the past ten years. Thus, even if public pension schemes had a 
negative impact on the personal savings rate, unless the effect were 
substantial - say a decrease in the personal savings rate of 40 per cent 
or more - the effect on the aggregate savings rate would have been 
small. Moreover, given the importance of foreign sources of savings, it 
is conceivable that any shortfall in personal savings might have been 
supplemented by an inflow of foreign savings. 


Table 3 
Distribution of Savings and Gross Fixed Capital Formation, by Selected 
Groups and Periods, 1964-76 
ge 2 oe ee ee eee 
1964-66(b) 1969-71 1974-76 
(Per cent) 

Distribution of savings(a) 

Persons and unincorporated businesses 14.3 Loos 26.8 
Incorporated businesses and 

government enterprises 


Undistributed profits 13.2 7.0 13.1 

Capital consumption allowance(c) 26.8 2955 Dawe 
Government 

Surplus (deficit) . 13.4 1529 4.9 

Capital consumption allowance ee 6.4 en 
Non-residents Ge) 0.0 2s 


Capital consumption allowance —- 
persons and unincorporated businesses LSe2 L5's3 22 


Distribution of gross fixed capital 


formation 
Persons and unincorporated businesses 22.7 20.9 24.1 
Government 18.4 AtF ase: 15.4 
Incorporated businesses and 
overnment enterprises 58.9 65 60.3 


a Total savings exclude adjustment on grain transactions, capital 
assistance, inventory valuation adjustment, and residual error of 
estimate. 

b Three-year average. 

c Including miscellaneous valuation adjustment. 


Source Statistics Canada, National Income and Expenditure Accounts, 
1962-1976, Cat. 13-201 (December 1977), pp. 16-17. 


A further issue that arises in this connection and is dealt with 
more comprehensively later is whether savings lead to investment or iti= 
vestment to savings. The available data cannot, of course, provide an 
easy answer to this question. As noted later, the answer lies partly in 
whether a short- or long-run time frame is being considered and whether 
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or not the economy is moving along a path of full employment of labour 
and physical capital resources. 


In sum, the savings and investment statistics presented in this 
study suggest 


- that there has not been a long-run reduction in the personal 
Savings rate since the CPP/QPP began; 


- that even if the CPP/QPP has marginally reduced Canada's per- 
sonal savings rate, the impact on the aggregate savings rate has 
been insignificant; and 


- that inflation, demographic changes, and fiscal incentives seem 
to have affected the personal savings rate more than the CPP/ 
OPP. 


With these empirical factors in the background, it is possible to 
examine the theoretical and empirical studies that link the funding ar- 
rangements of a public pension scheme, the savings rate, and the rate of 
physical capital formation. A major concern in this report - the aging 
of the population in the 1980s and 1990s - becomes basically a question 
of the explicit and implicit contractual arrangements under the two al- 
ternative financing arrangements for public pensions, full- investment 
funding, and pay-as-you-go financing. 


A COMPARISON OF THE IMPLICIT CONTRACT UNDER A PAY-AS-YOU-GO SCHEME AND A 
PRIVATE PENSION FUND 


A private firm must fund its employee pension plan, for this is the 
only way the employees are guaranteed that their pension earnings will 
be delivered in the future. A large enough reserve must be accumulated 
to finance the benefits for all those insured and to provide for an ef- 
fective real rate of return to savings. The adequacy of the reserve 
fund is judged by its sensitivity to expected inflow and outflow of the 
funds. Sufficient funds must be collected from the contributing employ- 
ees and employers, so that the discounted value of the benefit obliga- 
tions to be paid in the future would be equal to the current value of 
the investment fund. 


From the perspective of such private funding criteria, the CPP is 
already bankrupt, since the discounted value of future benefits to be 
paid out by the CPP are calculated to be far in excess of the CPP fund 
available today. But the CPP was never designed to be fully funded on 
the basis described above. A better description of its funding mechanism 
is that although it is close to a pay-as-you-go scheme, unlike a pure 
pay-as-you-go plan the CPP has a large contingency fund. But what guar- 
antees a worker contributing to this scheme that his pension benefits 
will actually materialize? 


Toy 


The underlying rationale is that the worker who is currently in the 
labour force is indirectly paying for his future CPP retirement benefits 
by undertaking an implicit contractual agreement with the federal gov- 
ernment. That is, he is in effect agreeing to finance payments for those 
who are already retired in exchange for a commitment that the government 
will impose taxes on future generations of workers to finance his own 
retirement pension. Under the framework of a pay-as-you-go plan;,,<no. re- 
serves need be accumulated as long as these future commitments are kept. 
The basically unfunded operation of the current CPP system is defended 
on the basis of this implicit contract. It also follows that a pay-as~— 
you-go system will provide a worker who contributes to a plan a real 
rate of return on his contributions that is roughly equivalent to the 
growth of the national economy. If the national economy advanced at an 
average real rate of 5 per cent annually, the real return to pension 
contributions would be 5 per cent a year under constant contribution 
rates. If the national economy stopped growing, with constant contribu- 
tion rates there would be no real return to pensioners for their earlier 
contributions. 


Some of the criticisms voiced about the financing of the CPP and 
its anticipated net drain of funds in the 1980s relate to an uneasy 
feeling that many Canadians have about its financial soundness. But the 
view that, by not being actuarially sound, the CPP is in fact bankrupt 
tends to negate the value of the implicit contract between the Canadian 
public and the nation's government. Obviously, some have less faith 
than others that the federal government will raise taxes in the future 
to finance retirement benefits. Other critics stress that under pay-as- 
you-go financing Canadians may be unaware that someone is) pay ingiforrre= 
tirement benefits. In our view, the more important arguments against 
pay-as-you-go financing of the CPP relate to the potential depressing 
effect that method may have on national savings and the comparatively 
higher returns under alternative funding arrangements. 


Saving, Investment, and Capital Formation: The Theoretical Interaction 


A nation's stock of capital increases because of past savings and 
investment decisions; that is, a part of a nation's production of goods 
and services is allocated to investment that in principle will increase 
the capital stock and yield consumption opportunities in the future. A 
distinction must, however, be made between real and financial invest- 
ments. A financial investment that occurs when one individual or insti- 
tution purchases an earning asset involves the direction of funds to- 
wards a particular use so as to yield a financial rate of return. A real 
investment refers to the actual increase in the physical stock of capi- 
tal goods over time. Real investments are measured in terms of expendi- 
tures on equipment, plant, and the residential housing stock, anda tars 
through these investments that the physical capacity of output expands. 
A real investment has its financial investment counterpart, but an ag- 
gregation of total annual financial investment far exceeds the amount of 
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real investment, though financial investment plays a crucial role in the 
capital accumulation process. 


Thus the decision to invest, to allocate part of the stream of a 
given output towards capital accumulation, represents a substitution of 
the present consumption option for a greater future consumption oppor- 
tunity. Clearly, then, the decision to invest is inherently bound up 
with the savings decision, and the relationship between savings and in- 
vestment decisions is integral to understanding macroeconomic develop- 
ments, both in the short and long runs. The savings decision involves 
abstinence; that is, the choice of withholding some available income 
from the consumption stream. It is the investment decision that allo- 
cates this available pool of income to physical capital accumulation. 


At any time, the physical stock of capital represents the accumu- 
lated inheritances of past real investments. These past investments re- 
quired society to choose between spending opportunities then and spend- 
ing possibilities in the future. However, if the economy has unemployed 
resources when choices are being made, the choices are easier. As long 
as there are unemployed resources, both present consumption and present 
investment can increase at the same time. Only when society's resources 
are fully employed must a choice be made between consumption today and 
investment or capital formation that will yield additional "potential" 
consumption opportunities in the future. 


Alternatively, investment expenditures represent an important part 
of aggregate demand and, in the shorter run, a certain level of invest- 
ment expenditures, depending upon the size of the labour force and the 
productivity of its workers, is required to maintain the economy at full 
employment. This aggregate demand role for investment may be viewed as 
a shorter-run role, clearly distinguished from the longer-run role of 
increasing the productive stock of capital goods. 


In sum, the very process of increasing investment spending results 
in a rise in total aggregate spending (the aggregate demand role) and an 
increase in productive capacity (the aggregate supply role). Thus in- 
vestment spending is much different than consumer spending, since the 
latter expenditures only affect supply decisions in an indirect fashion. 


NEOCLASSICAL GROWTH MODELS AND THE APPROPRIATE LEVEL OF SAVINGS 


As noted in the previous section, investment or capital accumula- 
tion serves two roles in the economy: 1/ investment, as an element of 
spending, affects the level of aggregate demand; and 2/ investment that 
results in additions to the capital stock affects the potential "supply" 
growth rate of the economy. Our concern in this section is its latter 
role: the role of savings and investment as they relate to the long- 
term real growth rate of the economy. 
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If one accepts the proposition that growth in demand is positively 
related to growth in investment and, in turn, growth of supply is re- 
lated to the level of investment, one reaches the basic conclusion of 
the neoclassical growth models. These growth models postulate that when 
the growth of aggregate demand is equal to the growth of supply, the 
rate of growth of output and investment is approximately equal to the 
aggregate savings rate divided by the capital/output ratio.(5) Invest- 
ment and capital stock growth rates are positively correlated with the 
savings rate, and in the short run they increase together. However, as 
the growth rate of the capital stock begins to exceed the growth rate of 
the labour force, the increase in the capital/labour ratio brings about 
decreasing returns to the additional capital stock, and eventually the 
increased capital/output ratio offsets the increase in the savings rate 
and returns the growth rate of the capital stock and investment back to 
the natural, long-run equilibrium growth rate. 


The natural growth rate of the economy is determined by the sum of 
the growth rates of the labour force and productivity, and in the long 
run such growth is independent of the savings rate. Changes in savings 
propensities will only have a short-term effect on the growth rate, 
though over the longer term the capital/labour ratio and the level of 
output per capita will increase with higher savings rates. Consequently, 
even though changes in the savings rate cannot alter the long-term equi- 
librium growth rate of the economy in the neoclassical growth models, 
the savings rate can determine the per capita output levels for the sys- 
tem. Hence, in the growth model, an inadequate level of savings trans- 
lates into a suboptimal level of output and consumption. Thisvconelu= 
sion is at the heart of much of the debate on the depressing effect of 
pay-as-you-go social insurance schemes on national levels of savings. 
But while a higher savings rate increases the capital/labour ratio and 
output per capita over time, consumption during the short-term adjust- 
ment period is reduced. Thus a 100 per cent savings rate is not opti- 
mal; nor is a savings rate of zero. 


Phelps has developed a "golden rule" of savings, arguing that if 
intertemporal and intergenerational utility comparisons are ignored a 
savings rate exists that will result in optimum per capita consumption 
over time.(6) This optimum savings rate and concomitant optimum capi- 
tal/labour and capital/output ratios are reached when the prorirte rate 
(profit per unit of capital) equals the natural growth rate of the econ- 
omy. When the profit rate exceeds the natural growth rate of the econ- 
omy, the capital stock is suboptimal; when the profit rate is lower than 
the natural growth rate of the economy, the capital stock is superopti- 
mal. Thus in Phelps's framework, the savings rate and the growth rates 
of investment and the capital stock are not optimal whenever the prof it 
rate is not equal to the natural growth rate of the economy. Much of the 
debate on the optimal savings rate in a growth model can be traced back 
to this argument. 


170 


But Samuelson has argued that Phelps's golden rule and the golden 
path of capital accumulation are not necessarily optimal from the point 
of view of the current generation, which may have to forgo some consump- 
tion in order to increase the savings rate when the rate is suboptimal. 
(7) Thus it is necessary, in order to determine the most desirable level 
of savings from the point of view of the current generation, to compare 
future per capita income and consumption with their present levels. 
Samuelson concluded that if the divergence between the present and the 
golden rule savings rate is small and the planning horizon is quite 
long, then it is desirable to adopt policies that will in effect curtail 
consumption in the present period and increase the savings rate within a 
short period of time to the golden rule level. However, if the diver- 
gence between present and optimum savings rates is rather large and 
future incomes are discounted quite heavily, then the present optimum 
Savings rate may be, and in fact is likely to be, lower than Phelps's 
golden rule value. 


It appears, then, that the simple neoclassical growth model pro- 
vides us with a criterion for determining whether or not the present 
Savings rate is desirable in a timeless framework. But the necessity of 
making intertemporal utility comparisons leaves a policy-maker with no 
sound basis for determining whether or not the present savings rate is 
too low. The apparent "unambiguous" claim that the savings rate is at 
its optimum value when the profit rate equals the natural growth rate of 
the economy is, upon closer inspection, ambiguous when the consumption 
and saving preferences of the current generation are considered. 


Even on the basis of the very strict assumptions in the neoclassi- 
cal growth models, it cannot be argued that there is a single optimum 
Savings rate that should be the target for policy-makers. When the 
assumptions implicit in the growth models are closely inspected, the 
irrelevance of the concept of the optimum savings rate becomes clear. 
Several of the more stringent assumptions that reduce further the appli- 
cability of these models as tools for policy-making are: 


- While savings and investment decisions are made by a large num- 
ber of possibly separate individuals, decisions are co-ordinated 
through the operation of the interest rate; in effect, the in- 
terest rate determines the investment rate. 


- The economy is always operating at full employment. 

- The economy is generally assumed to be closed; that is, there 
are no international flows of financial capital and no foreign 
trade. 

- Finally, various types of capital can be aggregated into a sin- 


gle homogeneous measure and thus a single profit rate can be de- 
termined for the economy. 
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Let us consider each of these assumptions in turn. 


It is obvious that the assumption about the interdependence of sav- 
ings and investment tends to run counter to the basic Keynesian frame- 
work for an underemployed national economy. It also appears to be incon- 
sistent with the importance of business-generated savings for the finan- 
cing of investments. In the simple Keynesian framework, we encounter 
the famous paradox of thrift; that is, a higher level of savings will 
result in a lower level of consumption, and the lower level of aggregate 
demand will, in turn, lead to lower levels of investment and income. In 
equilibrium, in the simple Keynesian model, the higher savings rate will 
eventually lead to a lower volume of savings as well as to a lower vol- 
ume of investment and income. 


In contrast, in the neoclassical growth models, the’higher the rate 
of interest the lower the level of investment and, conversely, the lower 
the rate of interest the higher the level of investment. In this frame- 
work, by increasing the flow of funds available for investment, a higher 
volume of savings will drive down the interest cost of the investments. 
This will in turn increase the desired capital stock and generate a 
higher flow of investment. By ignoring the "animal spirit of capital- 
ists" and the importance of sales expectations in influencing the in- 
vestment decision, the notion of the impact of a higher savings rate on 
the long-run capital stock in the neoclassical model is inconsistent 
with the Keynesian framework and the predominant reality. (8) 


Indeed, it is more plausible to argue that a lower level of con- 
sumption resulting from a higher level of savings will adversely affect 
sales expectations on the part of the business community and over time 
lead to lower levels of capacity utilization, lower rates of return on 
capital, and lower levels of investment. It is also more reasonable to 
postulate that the rate of investment and the subsequent rate of growth 
of the economy will determine the level of savings, rather than the re- 
verse. Marglin has advanced this view that the level of investment de- 
termines the rate of savings as the basis of his alternative theory of 
consumption and savings. (9) 


The reversal of the cause and effect roles between savings and in- 
vestment between the long-run neoclassical model and the short-run Key- 
nesian framework becomes sharper when considered in the context of the 
full-employment assumption of the neoclassical mcdels. It is conceiv- 
able that, if full employment were continuously being achieved, expecta- 
tions for investment would then be favourable and the availability and 
cost of funds would dictate the actual level of investment. However, 
when the economy is not operating at full employment, the principal con- 
straint on the level of investment is not the availability or the cost 
of funds but the attractiveness of new investment ventures. During per- 
iods of sluggish economic activity, low levels of capacity utilization, 
and high levels of uncertainty, the profit expectations associated with 
an investment venture are likely to contain a high-risk discount factor 
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that reduces the attractiveness of most investment opportunities. A 
modest change in the rate of interest is highly unlikely to compensate 
for the high discount factor in such periods. For example, if a firm 
assumes a risk discount factor of 10 per cent in attempting to calculate 
the present net worth of future profit flows associated with a particu- 
lar investment project, an assumed decline of 1 percentage point in the 
prevailing rate of interest, say from 10 per cent to 9 per cent, amounts 
to only a 5 per cent decline in the overall discount factor - the rate 
of interest plus the risk premium. Obviously, the greater the risk pre- 
mium the smaller the effect of changes in the rate of interest on pres- 
ent value calculations undertaken in evaluating and comparing investment 
Opportunities. If a simple pay-off period rule were adopted by firms, 
changes in the rate of interest would have little bearing on the pay-off 
period. More likely the expectations and attitudes of the business com- 
munity about their future sales levels and profitability would be much 
more important in determining the length of the pay-off period than 
would the rate of interest. 


Since over the past twenty-five years in Canada the economy has 
operated within a full-employment zone for no more than three to four 
years, a less than full-employment assumption seems to be the more ap- 
propriate one to use when evaluating the relationship between investment 
and savings. In such situations not only are expectations more impor- 
tant in influencing the level of investment activity and hence the rate 
of growth of real GNP (and the resulting volume of savings), but at the 
Same time there is no need to sacrifice consumption in order to free 
funds for investment spending. Resources can be put to work to produce 
both consumer goods and capital goods without forcing substitutions be- 
tween production of different groups of commodities. 


The relationship between investment and savings, as postulated by 
neoclassical economists, breaks down even further if we assume an open 
economy with a free flow of trade and financial capital between the 
Canadian economy and the rest of the world. The Canadian economy is 
clearly open, having no foreign exchange controls. And although the 
Foreign Investment Review Agéncy (FIRA) was set up to serve as a screen- 
ing device and hence as a barrier to the inflow of capital, it has not 
proven to be much of a deterrent. 


In the extreme case of perfect financial capital flows among coun- 
tries, the domestic rate of interest in a country would exactly equal 
the international rate of interest, allowing for risk differentials, 
exchange rate differences, and expectations about future movements in 
exchange rates. Moreover, the domestic rate of interest would be deter- 
mined, even accepting the remaining neoclassical assumptions, not by the 
flow of savings and investment within the country, but by the flows of 
Savings and investment internationally. In such a case, a higher level 
of domestic savings would not necessarily lead to a higher level of 
domestic investment if the profit opportunities were more attractive 
elsewhere. 
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In a more plausible situation in which it is assumed that there are 
impediments to international financial capital flows, the aggregate 
level of investment in Canada would be more dependent upon domestic and 
international business expectations of sales, demands, and profitability 
in Canada. If, for some reason, Canada were to become a more attractive 
place than other countries in which to invest, then savings would flow 
into the country from abroad to make up any deficit in the level of 
finance that might occur domestically. Once again the level of invest- 
ment would generate the savings flow necessary to finance the capital 
expenditures. 


Turning our attention to another matter, we note that neoclassical 
growth models have focused primarily on physical capital accumulation 
and have ignored to a large extent investment in non-physical capital, 
such as human capital. The introduction of human capital into the anal- 
ysis complicates growth models in at least two ways. First, the link be- 
tween savings and investment becomes more direct on a personal level and 
cannot necessarily be monitored with statistics. A significant pro- 
portion of the savings undertaken by individuals is generally geared 
towards investments in themselves; that is, in the enhancement of human 
capital. Thus, the desired level of human capital accumulation to some 
extent determines the level of savings that will be undertaken by 
individuals. 


The second complicating factor that arises when introducing human 
capital into the analysis is the index number problem. While growth mod- 
els can be developed in one-commodity and two-commodity worlds so that 
the problems of aggregating the capital stock are minimized, the intro- 
duction of an alternative form of capital that is not directly compara- 
ble to physical capital makes it more difficult to aggregate the capital 
stock to come up with one distinct measure and one corresponding rate of 
return on capital. In other words, if the capital stock cannot be mea- 
sured in terms of a single-commodity unit, then there is no sense to the 
statement that there is a distinct rate of return per unit of capital. 


The introduction of human capital also raises the question whether 
the accumulation of physical capital adds more to achieving the desired 
output per capita value than does an increase in human capital.  letius 
assume that the physical capital and the adjusted labour supply are ini- 
tially increasing at the natural growth rate. Then, as a result of some 
specific government action, the savings rate is increased. Would the 
effect of an additional sum spent on physical capital accumulation be 
greater or less on the achievable output per capita level than the ef- 
fect of an equal sum spent on the rate of investment on human capital? 


Standard neoclassical theory provides us with no insights into this 
particular question. However, studies concerned with the so-called re- 
sidual explanation of economic growth, such as those by Denison and 
Wilson and Lithwick seem to provide some answers.(10) These studies, 
which attempt to account for the portion of the rate of real growth that 
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cannot be explained by increases in the quantities of the factor inputs, 
primarily labour and capital, have uncovered the fact that the unac- 
counted factor or residual of economic growth is quantitatively much 
more important than the rate of physical capital accumulation. Gener- 
ally, while the rate of growth of the capital stock has accounted for 
between 15 and 40 per cent of the overall rate of growth of real GNP, 
the residual has generally accounted for 50 per cent or more of the 
overall rate of real growth. 


Among the principal factors explaining the residual are improve- 
ments in the quality of the inputs, and particularly improvements in the 
quality of labour, as well as those in the organization of production. 
Superficially, such studies imply that enhanced human capital will con- 
tribute much more to Canadian economic growth during the short-term ad- 
justment period than would an increase in the physical capital stock. 
But it is possible that a significant proportion of the so-called resid- 
ual is embodied in the physical capital stock. If technological progress 
is included in the capital stock measure, a low rate of growth of physi- 
cal investment will quickly lead to a lower rate of real growth and 
truly a smaller role for these residual factors. It is likely then that 
studies of the Denison type have underestimated the short- to medium- 
term impact of physical capital accumulation on the growth rate of the 
economy. 


Finally, several ambiguities have crept into the analysis, especi- 
ally in the measurement of the profit rate and the so-called social rate 
Of return on capital. Robinson, a staunch critic of neoclassical econom- 
ics, has persistently attacked the notion that a single measure of the 
capital stock can, in fact, be determined and that as a result there can 
be no such thing as a profit rate or rate of return on capital.(1l) 
Without going into the complexities of her analysis, her main criticism 
is predicated upon the index number problem of aggregating heterogeneous 
commodities into a single measure. The critical question in this type 
of aggregation process is what weights should be used in the aggrega- 
tion. Unfortunately, economic theory establishes no clearcut rules for 
determining the optimal weights to be used. 


While Robinson's critique invalidates to a considerable extent the 
notion that there is a single rate of return on capital, this problem 
can be circumvented by measuring the capital stock and the rate of re- 
turn in dollar terms. This procedure may not be theoretically correct, 
but it is widely used and serves as the basis for determining the rates 
of return that have been widely quoted and used in both theoretical and 
empirical discussions of the optimal financial arrangements for social 
insurance plans. 


Feldstein has used such rates of return to support his contention 
that the levels of savings and capital accumulation in the United States 
are suboptimal. According to him, the private rate of return is in ex- 
cess of the after-tax yield to savers and because of this wedge between 
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return to investment and return to savers there has been an inadequate 
level of savings. The inadequacy of savings that occurs as a result of 
this differential in rates of return and rates of interest is a result 
of government intervention in the capital market, and the U.S. social 
insurance system represents one component of this intervention. Conse- 
quently, instead of dispensing with the social insurance program, Feld- 
stein argues that changes in the tax treatment of income from capital 
would appear to be more appropriate. (12) 


However, there remains the question of the extent of the differen- 
tial between the return on capital and the return to savers. The data 
used in constructing these rates of return were not calculated on the 
marginal investments undertaken in the economy but were averaged over a 
large number of firms.(13) Consequently, if the supposition is made 
that the marginal product of capital declines as the capital stock in- 
creases and that, in turn, the rate of return to capital in equilibrium 
is equal to the marginal productivity of capital, the average rate of 
return would likely be in excess of the marginal rate of return. Fur- 
ther, it is the marginal rate of return that is relevant for comparisons 
between the rate of return on investment and the rate of return to sav- 
ers. If the marginal rate of return is truly below the average rate of 
return, the real gap - if it exists - must be smaller than that calcu- 
lated by Feldstein. In addition, the private and social rates of return 
at the margin would be lower than estimated by Jenkins with Canadian 
statistics. 


To summarize the main points raised in this section: 


- This concept of an "optimum" savings rate is embedded in the 
neoclassical literature describing the long-term economic growth 
prospects for a very simple economy. 


- The optimum savings rate is defined as the ratio of savings to 
output that would maximize consumption opportunities over time. 
In these models, a higher savings rate within limits leaves the 
long-run growth rate of the economy unchanged but results in 
higher levels of per capita consumption. 


- These models imply or assume that savings lead to investment, 
not vice versa; the economy is fully employed; generations of 
people will never change their savings, investment, and consump- 
tion decisions; there is no international trade and no foreign 
capital flows; and the well-known law of "diminishing returns" 
applies to physical investment. 


- The long-term neoclassical growth model and its notion of an op- 
timum savings rate are interesting intellectual tools, but make 
little sense when compared with the realities of the Canadian 
economy. In Canada's case, underemployment rather than full em 
ployment has tended to predominate; consumption and investment 
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may be increased simultaneously; investment determines savings, 
rather than vice versa; and finally, Canada's economy produces 
both goods and services. At least 50 per cent of our GNP is pro- 
duced by the service sector, while an additional 25 per cent is 
derived from foreign trade. 


In our view, then, the neoclassical growth models cannot be applied 
to the reality of the Canadian economy. These simple models describe a 
mythical situation, and the concept of optimum savings derived from them 
provides little help to Canadian policy-makers facing an economy that is 
vastly more complicated. In the growth model world, a significantly 
higher savings rate would result in a higher future standard of living. 
In Canada's case, a higher savings rate would reduce consumption and 
lead to lower growth rates and higher unemployment. 


SAVINGS AND THE LIFE-CYCLE HYPOTHESIS 


Just as the empirical findings about social security financing and 
levels of national savings are ambiguous, the life-cycle hypothesis of 
individual saving and spending provides a rather tenuous foundation for 
empirical studies. The life-cycle model, which originated with Ando and 
Modigliani was, in fact, based upon a simple two-period model of saving 
and consumption expounded by Fisher.(14) In Fisher's model, individuals 
work during the first period of their lives and do not work during the 
second period. They are fully aware of the rate of interest that their 
Savings will earn during the first period, and hence their decision on 
Saving and spending involves determining the optimal amount of time they 
should work during the first period and the optimal level of savings 
they should accumulate to provide them with an income during the second 
Or retirement period. In this simple framework, individuals save during 
their working years and dissave during their retirement years. Ando and 
Modigliani extended this simple two-period model to cover an arbitrary 
number of periods. In their model, the average individual is expected 
to dissave during early years in the labour force, save during the mid- 
dle and later years in the labour force, and dissave during the retire- 
ment years. Thus saving is a means of smoothing out the stream of life- 
time consumption. 


Feldstein applied this life-cycle framework to postulate that a so- 
cial security system has two offsetting effects on the level of savings 
during the pre-retirement period: "(1) it reduces personal saving be- 
cause it substitutes for household assets, but (2) it also increases 
personal savings because it lengthens the period of retirement over 
which accumulated assets will be spread. The net effect of the pension 
depends on the relative strength of these two forces."(15) Since Feld- 
stein, who is the most ardent supporter in the United States of the view 
that the social security system has significantly lowered the aggregate 
savings rate and in turn the level of capital formation, cannot arrive 
at an unambiguous conclusion about the relationship between the social 
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security funding and the savings decision, we are compelled to question 
whether the life-cycle model is a useful theoretical tool. If we accept 
the life-cycle model and apply it to an economy with a population grow- 
ing at a constant rate with a constant age distribution, the implica- 
tions for aggregate personal savings are that the sum of the savings by 
individuals will be exactly offset by the sum of the dissavings of those 
who have retired. That is, if we rule out a desire by individuals to 
leave an estate, then each individual's lifetime savings will be equal 
to zero, and hence there will be no aggregate savings. 


But this conclusion obviously does not hold if there is an incen- 
tive on the part of individuals to save in order to leave an inheritance 
for future generations. This is important, for if the major impact of a 
public social security plan is to reduce the level of savings during the 
pre-retirement years, then one can rightly argue that the total effect 
will be to leave the zero net lifetime level of savings unchanged, since 
the level of dissaving during retirement years will be reduced. Even if 
we have a situation in which estates are to be left and personal savings 
are in aggregate positive, the effects of a fully mature social security 
system will be to leave the positive level of savings unchanged. This 
conclusion holds for mature social security systems whether the plan is 
pay-as-you-go or fully funded. Hence from a theoretical point of view, 
and based on the life-cycle model, for a social security system to have 
an adverse impact on the aggregate personal savings rate, there must be 
either a change in the age distribution of the population and/or per- 
sonal differences in desires to leave estates for future generations. 


A second question that arises in conjunction with the use of the 
life-cycle model is whether or not it is superior to what Marglin has 
labelled myopic decision rules that have nothing to do with lifetime 
optimization.(16) In effect, is the life-cycle model, or its cousin the 
permanent income hypothesis, superior to the simple Keynesian consump- 
tion function theory or the more sophisticated relative income hypothe- 
sis postulated by Duesenberry?(17) Unfortunately, this issue cannot be 
resolved empirically, as the evidence does not overwhelmingly support 
the life-cycle or permanent income hypothesis or the relative income hy- 
pothesis. If the latter theory is indeed more relevant for describing 
the savings-consumption decision by individuals, then there is no basis 
for arguing that a social security system can, in fact, alter the sav- 
ings decision and have a possible negative impact on the aggregate sav- 
ings rate. This is a fairly important point to keep in mind, for the 
empirical findings of Feldstein and Munnell are only valid if one ac- 
cepts the underlying life-cycle model.(18) If one rejects that model 
and accepts in turn the supposedly less rigorous relative income hypoth- 
esis, then there is no theoretical basis for including some measure of 
public pension wealth in explanations of national consumption. 


Marglin, in criticizing the life-cycle hypothesis, correctly 


pointed out that "it is too general to be contradicted by any conceiva- 
ble empirical evidence, and therefore too general to be confirmed."(19) 
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Moreover, he argued, "in an uncertain world, 'lifetime' resources must 
necessarily be a subjective, unmeasurable magnitude subject to continued 
revision by decision makers, whose consistency over time with the axioms 
of revealed preference is in principle unverifiable." In other words, 
given the high degree of uncertainty associated with future incomes as 
well as future rates of return, individuals who adopt a life-cycle atti- 
tude towards savings and consumption must, of necessity, apply a high 
discount rate to future incomes in order to allow for the considerable 
risk associated with the future. Therefore, current consumption is, to a 
large extent, dependent upon current income and expectations of incomes 
one or two periods into the future. Consequently, as Marglin has empha- 
sized, "the lessons of the life-cycle and permanent income hypothesis 
at most that current consumption is not determined by current income 
alone, the hypothesis which (as Friedman points out) no one would main- 
tain in its pure form unless he expected to find orgies of consumption 
on pay days and abstinence at all other times."(20) 


Thus, in light of the theoretical inadequacies of the life-cycle 
hypothesis, one must be sceptical of the results produced from the econ- 
ometric analyses using this hypothesis as a basis for estimating the im- 
pact of public pensions on national savings and consumption. 


THE MIXED EMPIRICAL FINDING ON THE IMPACT OF SOCIAL SECURITY FINANCING 
AND NATIONAL SAVINGS 


Just as neoclassical growth theory, when examined carefully, is 
inconclusive on what should be the appropriate level for the national 
Savings rate, there is no clear consensus about the impact of public 
pensions on aggregate savings. 


The studies of Katona and Cagan concluded that persons covered by 
private pension schemes saved more than individuals who were not covered 
by such pensions. Neither Katona nor Cagan used the life-cycle hypoth- 
esis as a basis for specifying their structural relationships. Cagan 
analyzed the 1958-59 savings behaviour of more than 15,000 Consumer 
Reports subscribers and attributed the results to a recognition effect: 
participation in the pension plan calls attention to retirement needs 
and leads individuals to increase provisions for retirement.(21) Katona 
gathered survey data from personal interviews with approximately 2,000 
families in 1962 and 1963 and, like Cagan, found that pension plans in- 
creased personal savings.(22) Katona's explanation of this phenomenon 
was that pension plans make retirement goals feasible and that workers 
both raise their retirement income goals and intensify their savings ef- 
forts. Thus both of these studies suggested that individual preferences 
for future versus present income is changed by participation in a pen- 
Sion plan as workers choose to reduce consumption or correspondingly in- 
crease savings during their working years in order to finance increased 
consumption during retirement. 
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Feldstein used the life-cycle framework for his study on the sta- 
tistical relation between aggregate consumption and income, corporate 
retained earnings, non-social security wealth, and a constructed social 
security wealth variable in the United States for the 1929-71 period, 
excluding the war years. In this study, Feldstein concluded that social 
security wealth reduced the level of personal savings in 1971 by about 
50 per cent. He estimated that this reduction in the savings rate re- 
duced the U.S. capital stock by between 40 and 60 per cent in 1971 and 
this, in turn, resulted in a reduction in GNP of between 11 and 15 per 
cent. (23) 


Munnell, using longitudinal data collected by the U.S. Department 
of Labor over a five-year period from 1966 to 1971, tested the life- 
cycle hypothesis for a sub-sample of employed male heads of households 
who were between 45 and 59 years of age in 1966. Without going into the 
details of her various tests, Munnell concluded that her results support 
Feldstein's contention and "directly contradict the findings of earlier 
studies by Cagan and Katona that persons covered by private pensions 
saved more than those not covered. This study, however, differs from 
earlier ones in important respects which may explain why previous ef- 
forts have failed to pick up the effect found here. We have focused 
solely on the saving behavior of the heads of households in the pre- 
retirement years. For these people, providing for retirement is the 
primary saving motive, and, therefore, these should be the people whose 
savings behavior is most sensitive to pension coverage."(24) 


Barro has further complicated the issue by presenting empirical 
evidence that the social security system in the United States may not 
affect the level of personal savings at all. According to him, the 
intergenerational transfer through the social security system may be 
offset by voluntary transfers as the aged leave larger bequests or re- 
ceive less support from their children. (25) 


In Canada, the empirical findings have been just as ambiguous. In 
an attempt to replicate Feldstein's findings in a Canadian setting, 
Ilkiw modified Feldstein's structural relationship and observed that 
from 1952 - the year the universal Old Age Security program was intro- 
duced - to 1975, the personal savings rate in Canada fell a total of 3.1 
percentage points, or 22 per cent. This reduction in personal savings 
translated into an 8.1 per cent reduction in the level of Canada's cap- 
ital stock, according to Ilkiw.(26) But his analysis neglected the fact 
that, whereas the social security plan in the United States is a pay-as- 
you-go scheme, the Canada Pension Plan is a partially funded system. On 
the other hand, Pesando and Rea, though they did not undertake a de- 
tailed empirical study of the question, concluded that "for Canada, 
there is no evidence at the aggregate level that the introduction of the 
CPP and QPP has reduced private saving."(27) 


In light of these mixed findings, what conclusions can be reached? 
From an empirical point of view, it is unlikely that the issue will be 
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resolved adequately one way or the other, since there is no comprehen- 
Sive theoretical base for completely specifying the structural form of 
the relationship to be estimated. In addition, one encounters in such 
Studies a serious problem of parallel movement between the two important 
Savings determinants - income and wealth. As a result, it is difficult 
to have much confidence in the estimated value of the coefficients. 
Moreover, it is interesting that, while Feldstein estimated the dollar 
effect of social security wealth on the aggregate savings in the United 
States, he did not duplicate this exercise for non-social security 
wealth. One could also argue that non-social security wealth has re- 
Sulted in a decrease in the aggregate level of savings and hence a re- 
duction in the level of the capital stock in the United States. That 
is, in the context of the life cycle, a dollar of wealth, whether it 
stems from a social security plan or private savings, should have the 
identical impact on the level of consumption and savings. (28) 


There are other serious problems with the Feldstein form of analy- 
Sis that may further invalidate such findings. The size and statistical 
reliability of the regression coefficients in the estimating equations 
are sensitive both to the equation specification in the model and the 
time period of estimation. Moreover, the social security wealth varia- 
ble, the crux of the measurement issue, may well be a proxy for other 
factors that have changed during the period since the introduction of 
social security. In addition, differences in the composition of the 
samples make comparison among studies extremely difficult. The findings 
of Munnell, Cagan, and Katona may have all been valid for the particular 
group that they tested, but this does not mean they apply universally to 
all groups. 


Professor William R. Waters, in a paper presented to the Canadian 
Pension Conference, warned of these mixed empirical results: 


"Sophisticated statistical tests [in the United States] have both 
confirmed and rejected the hypothesis that individuals have substituted 
this retirement income for other forms of wealth accumulation. To its 
credit, the Ontario Government has undertaken similar tests using Cana- 
dian data. However, the dramatic changes in our economy over the period 
for which data exist, and the brave assumptions necessary for statisti- 
cal analysis of this sort, suggest that policy decisions in this area 
need to be based on something other than the results of such analyses." 
(29) 


We tend to agree with his interpretation. There is so much ambigu- 
ity in the empirical studies undertaken in both countries, and so little 
general confidence in the "theoretical" and "practical" usefulness of 
these empirical results, that the issue should at best be bypassed as a 
means for evaluating the appropriateness of the pay-as-you-go financing 
approach of the QPP/CPP and OAS plans. Thus we suggest that it is nec- 
essary to look elsewhere for clues to determine whether a pay-as-you-go 
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or a fully funded social insurance system is preferable and to decide 
what is an adequate level of savings. 


GROSS INVESTMENT AND ECONOMIC GROWTH: THE EMPIRICAL EVIDENCE 


Let us consider the question whether Canada is in fact investing 
too small a proportion of its gross national product. Statistics gath- 
ered by Lesnoy and Hambor provide some support for the argument that a 
higher level of investment relative to GNP leads to a higher level of 
real growth. The authors note that between 1950 and 1962 there was a 
correlation of .58 between the investment/GNP ratio and the rate of 
growth of productivity for a sample of seven industrial countries. The 
positive correlation declined to .36 when the comparison was expanded to 
include eleven industrial countries. If, however, the observations for 
Japan and the United States are excluded, the positive correlation dis- 
appears entirely and, in fact, becomes marginally negative. This sug- 
gests that there are possibly some spurious factors accounting for the 
high level of productivity growth in Japan and the relatively low level 
of productivity growth in the United States that are totally unrelated 
to the rate of capital accumulation in these two countries. (30) 


The data in Table 4 provide further evidence that the rate of capi- 
tal accumulation in Canada may not be out of line with performance in 
other countries, including Japan. In 1960 Canada's comparative invest- 
ment/GNP ratio ranked near the bottom among the nine nations, but even 
then it was only marginally below the ratios recorded by most countries 
other than Japan. But, in fact, is it total investment that contributes 
to productive growth or is it only private sector investment in non- 
residential construction and machinery and equipment? While investment 
in residential construction may assist in achieving certain social ob- 
jectives, it is unclear whether such investments contribute to longer- 
term productivity improvements. Moreover, while public sector investment 
may be important in establishing the social and economic infrastructure 
within which private investment can profit, such investment may not 
materially increase productivity growth rates. 


In reviewing the 1973 and 1977 investment/GNP ratios, it appears 
that part of the rather high rate of investment spending in Japan is ac- 
counted for primarily by public investment and investment in residential 
construction. In both years, Canada's non-residential investment/GNP 
ratio was among the highest. In fact, the real issue is very clouded, 
and there is considerable doubt about the conventional proposition that 
the relative level of investment in Canada is too low. 


On the other hand, projections that have been made of capital ex- 
penditure requirements for the next ten- or fifteen-year period suggest 
that the investment/GNP ratio in Canada will have to increase between 2 
and 4 percentage points in order to meet demand. In effect, such studies 
imply that Canada has its own version of a so-called capital shortage 
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that has been predicted for the U.S. economy. But Eisner has dismissed 
the notion that a future capital gap will emerge in the U.S. economy, as 
has Feldstein who points out that 


"there is an important sense in which any such forecast of a 'capi- 
tal gap' is misleading. It appears to predict that the demand for 
capital will continually exceed its supply. Usually, when there is 
excess demand for some good, its price rises until demand and sup- 
ply are equal. In the capital market, the interest rate and the 
cost of equity capital should increase until they are high enough 
to force firms to tailor their aggregate investment demands to the 
available supply. There will be no 'shortfall' of investment funds 
because the demand for funds will shrink to the available supply." 
(oF) 


While Feldstein resorts once more to the savings-leads-to- 
investment argument, we can reverse it and suggest that if there is to 
be strong demand for investment in Canada, these requirements will, in 
turn, generate the economic conditions that will bring about the flow of 
savings necessary to finance the investments. For the present time, 
however, it is not excess demand for investment that poses the problem 
but rather an undersupply of investment opportunities. Thus investment 
incentives would appear to be more appropriate than additional savings 
incentives for increasing Canada's capital stock. At some future time, 
if conditions turn around dramatically, then governments could provide 
additional tax incentives to increase the flow of corporate savings. 
Indeed, the RRSP is already a well-entrenched instrument in the finan- 
cial structure that could be used as a means for stimulating further 
extra private sector savings. 


THE THEORY OF OPTIMAL FINANCING OF PUBLIC PENSION PLANS 


In its paper presented to the Commission, TEIGA argued that the 
choice between alternative ways of funding a national pension scheme 
should be made on the basis of rates of return. In some ways this is an 
attractive proposition for, as we have argued, the empirical work and 
the underlying theory provide no conclusive basis for discriminating 
between pay-as-you-go or full-funding arrangements. According to the 
TEIGA paper, such comparisons clearly favour full investment funding of 
the CPP/QPP plan. (32) 


The crux of the debate on relative returns to savings requires a 
comparison of the "social rate of return" earned with full funding with 
the return generated by a pay-as-you-go system. The social rate of re- 
turn is defined as the private rate on physical capital plus the amount 
of taxes normally levied on such capital; that is, the social rate of 
return is essentially the private rate of return plus additional private 
sector tax payments.(33) The rate of return to pension contributions 
available on the pay-as-you-go basis is roughly equal to the real growth 
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rate of the economy or the rate of growth of the labour force plus the 
improvements in labour productivity. The TEIGA paper utilized a 10 per 
cent figure as an approximation for the real social rate of return on 
capital to compare with a 5 per cent trend growth rate in real GNP. On 
this basis, the choice seems clear. That is, the ideal pension plan 
would be one that would be fully funded since it would yield a higher 
rate of return than a pay-as-you-go system. (34) 


Thus the fairly standard conclusion, based on such comparisons, ap- 
pears to favour the social rate of return argument. Pesando and Rea, 
for example, point out that "at an abstract level, one can demonstrate 
that the choice between pay-as-you-go and fully funded pension systems 
depends on the relationship between the social rate of return on capital 
and the rate of growth of earnings. Since empirical evidence suggests 
that the former exceeds the latter, an investment fund is desirable for 
Canada."(35) Moreover, if the pay-as-you-go scheme tends to depress 
national savings, as claimed by Feldstein and TEIGA, then by fully 
funding the CPP the resulting rise in the rate of savings would also 
lead to higher real incomes in the future. Full investment funding is 
consistent with a higher savings/income ratio, and the higher savings 
rate moves the economy to a higher per capita consumption plateau. 


It is clear, then, that it is crucially important to assess prop- 
erly the rates of return available under the alternative schemes. The 
TEIGA paper compared the 10 per cent social rate to a real annual earn- 
ings growth rate of 5.7 per cent from 1955 to 1974. Jenkins, in a paper 
prepared for the Economic Council of Canada, concluded that the social 
rate of return to capital in Canada is about 10 per cent and the real 
private after-tax rate of return was estimated to be 6 1/2 per cent. 
While one could easily quarrel with the host of refinements and adjust- 
ments for inflation he made to arrive at his real social return esti- 
mates, we will not do so here. Rather, we take exception to the sharp 
distinction drawn between the social and private rates of return. 


For the social rate of return to, in fact, be different and at the 
same time greater than the private rate of return, it is necessary to 
assume that corporations bear the corporate tax burden; that is, the 
possibility that corporate income taxes and related taxes imposed upon 
business operations are not passed on in the form of lower wages, lower 
dividends, or higher prices. If corporate and other related taxes are 
indeed fully passed on to society, the abolition of corporate taxes 
would not decrease the total returns from capital. The abolition of the 
corporate tax would be accompanied by increased real income levels, but 
these would be offset by the higher personal income taxes necessary to 
make up the deficit in tax revenues for the various levels of govern- 
ment. More realistically, however, if corporate taxes were eliminated, 
the real private rate of return on capital would likely rise above its 
present after-tax level but not to the level of the presumed social rate 
of return, since many of the benefits of a zero corporate tax rate would 
be passed on to individuals. Thus we argue that it is inappropriate to 
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make as sharp a distinction between the social rate and private rate of 
return as is done by TEIGA and others.(36) Further, the important com- 
parison is between the real rate of return on financial investments, 
rather than physical investment, and the rate of return on a pay-as~you- 
go system. 


Comparisons between the rate of return on capital and the national 
growth rate of the economy as well as distinctions between the social 
rate of return and the private rate of return are, however, important 
when it comes to considering the optimal funding arrangements for a pub- 
lic pension scheme from another perspective. For example, the rate of 
return on a fully funded social insurance system is simply the weighted 
average of the returns earned from investing the funds in a host of fi- 
nancial securities. On the other hand, the rate of return on a pay-as- 
you-go system can be approximated, under certain circumstances, by the 
rate of growth of employment and productivity, in effect the natural 
growth rate of the economy. Approximating the rate of return onthe 
pay-as-you-go system by the natural growth rate of the economy not only 
indexes the pension benefits to the rate of inflation, but to gains in 
real wage levels as well. The approximation is only valid, however, 
when there is either a constant age distribution for the population or 
when the rate of growth of employment equals the rate of growth for the 
pension population. 


As the following relationship demonstrates, the average benefit for 
a pensioner (B) is equal to the average contribution rate (C) times 
total labour income, which in turn is a product of the number of employ- 
ees (E) times the average wage and salary (W) divided by the number of 
pensioners (P). From this relationship, we can calculate that the annual 
growth in the benefits per pensioner will be equal to the sum of the 
annual growth rates in the contribution rate, employment, and average 
salaries less the growth rate in the pension population group: 


(1) B=S*RXE, ana 
(2)) =.%) B=aycCree) Witae a) iB. 


In the calculation made by TEIGA, the rate of return on the pay-as- 
you-go contributions was approximated simply by the natural growth rate 
of the economy; the differences in the growth rates between the aggre- 
gate level of employment and the pension population were ignored. For 
this reason, the aging of the population was predicted to create prob- 
lems for a pay-as-you-go funding arrangement. However, as can be seen 
from the above equations, the aging of the population would simply 
result in a decline in the rate of return on a pay-as-you-go system. 
Thus, if policy-makers decided to keep the rate of return equal to the 
natural growth rate of the economy, this would necessitate increasing 
the contribution rate. 


186 


Finally, let us consider rates of return available on financial in- 
vestments. Given the rates of return on pay-as-you-go and fully funded 
systems, the optimal funding arrangement from the point of view of cur- 
rent contributors is the one that yields the highest return. At present, 
the funds contributed to the Canada Pension Plan have been invested pri- 
marily in non-marketable provincial government bonds. An examination of 
the data in Table 5 reveals that the real rate of interest earned on the 
securities in the past have been negative over the short periods and 
somewhat positive over longer periods. 


In Tables 5 and 6, we set out some real rate of return estimates on 
bonds and equities in both Canada and the United States over the past 
fifty years. These types of estimates are widely used by the investment 
communities in both countries and are employed as reasonable pre-tax es- 
timates for various financial investment instruments. We suggest com- 
paring these types of rates with the long-term average growth rate of 
the Canadian economy as a means of selecting the optimal funding process 
for a public pension scheme. 


Table 5 
Rates of Return on Capital, Canada, 1927-76 


50 years 25 years 10 years 5 years 


(Per cent) 

Nominal returns 

Common stocks CAs 8.12 5.44 4.98 

Long-term government bonds 3.6 3.0 4.0 3.9 
Consumer price index 2.47 Bo) 5.96 8.29 
Real returns 

Common stocks 5.24 4.81 -0.52 -3.31 

Long-term government bonds 113 -0.31 -1.96 —4.39 


Source "Report of the Committee on Economic Statistics, 1924-1976," 
October 17 ,,01977.. 


Table 6 
Real Rates of Return on Capital, United States, 1927-1976 


50 years 25 years 10 years 5 years 


(Per cent) 
Common stocks 6.59 6.81 0.66 —2.29 
Long-term government bonds 0.81 -1.84 -1.53 0.37 
Long-term corporate bonds ToL 0.45 -0.50 0.18 
U.S. treasury bills 0.00 0.59 -0.21 -1.22 


Note Actual changes are calculated using index values. Thus the ten- 
year change ending in 1976 uses 1966 as a base year. 


Source Derived from statistics in R.A. Singufield and Robert G. 
Ibbotson, Stocks, Bonds, Bills, and Inflation: The Past 
(1926-1976) and the Future (1977-2000) (The Financial Analysts 
Research Foundation, 1977). 
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In any case, the real returns to government bonds have been below 
the real growth rate of the economy, although on a fifty-year basis the 
returns to equities have exceeded 5 per cent annually. On this simplis- 
tic basis, these figures provide a strong signal that pay-as-you-go fi 
nancing is preferable to a fully funded government bond plan and a weak 
signal that full-investment funding in equities is preferable to the 
pay-as-you-go basis. The latter point requires emphasis. In order for 
the real rate of return to exceed the 5 per cent long-term growth rate 
of the economy, it would require that the fifty-year common stock 
average return be earned. Thus equity investment would be a must for 
long- term real values to materialize. In turn, heavy public invest- 
ments in equities can result in other arrangements that can be less than 
satisfactory. 


THE INSTITUTIONAL ARRANGEMENTS FOR MANAGING A FULLY FUNDED CPP 


We noted in the previous section that for a fully funded CPP to be 
preferable to a pay-as-you-go system, investment in equities is neces- 
sary. This, in turn, raises a whole series of questions. For example, 
how would the fund be administered and managed? What would be the im- 
plications of a government-managed pension fund controlling large blocks 
of equity capital in the Canadian economy? Would investment in equities 
by a government pension group lead to conflicts of interest between gov- 
ernment and certain companies or industries? 


Despite the manifold management problems inherent in a system in 
which an enlarged CPP would invest in equities, it would in principle be 
possible to avoid or minimize some of the problems. As an example, in- 
stead of having one monolithic agency administering the investment of a 
large pool of funds, it may be preferable to hire a large number of pri- 
vate investment groups to administer separate small segments of the en- 
tire investment pool. Another version of this plan could perhaps involve 
the sale of rights to manage various blocks of the investment pool to 
private managers. As an example of the latter alternative, one could 
visualize Ottawa requesting tenders from private pension funds or in= 
vestment houses, with the bidding occurring on the basis of paying a 
rate of return for a fixed block of money accumulated in the pension 
plan. The highest bids that exhausted the entire pool would be accepted. 
With a little ingenuity, many other possible schemes for decentralizing 
the investment decision could be devised. 


But there still remain many other problems associated with adopting 
the fully funded system. The assumptions built into the plan about the 
real rate of return and wage growth are extremely crucial in determining 
the contribution rates and guaranteeing actuarial soundness. We can 
easily illustrate forecasting errors by pointing to the rather large 
deficit predicted for the CPP by about 1990. Earlier forecasts that 
proved too optimistic on rates of return on the investment pool as well 
as too low on estimated real wage increases are largely responsible for 
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today's actuarial concerns about the CPP. Obviously, this prospective 
deficit could be offset if contribution rates were increased or if bene- 
fits were reduced. 


But such problems are not unique to public plans. One can also 
point to similar difficulties in many private sector schemes in Canada 
and the United States. According to a study by Ehrbar, many U.S. funds 
have accumulated a large quantity of unfunded liabilities as a result of 
earlier projections of too high real rates of return and too low real 
wage-growth assumptions.(37) Thus even though these private plans are 
assumed to be fully funded, they are, in fact, far from that. 


One final point is worth making in the comparison between fully 
funded and pay-as-you-go systems. The notion that a growing public in- 
vestment fund results in a higher national savings rate than a pay-as- 
you-go system holds true only during the accumulation period. That is, 
if the two systems were started from scratch, the contributions under a 
pay-as-you-go system would be just adequate to provide pension payments 
to existing retirement age individuals. Under a fully funded system, not 
Only would contributions have to be made to support such individuals, 
but at the same time additional contributions would have to be made to- 
wards accumulating an investment fund that would generate the revenues 
to pay pensions to the current contributors. Consequently, the level of 
Savings would be higher during the accumulation or early growth periods 
of a fully funded system. 


But when both systems mature and, under similar assumptions, if the 
inflow of funds to the investment pool exactly equalled the outflows 
from the pool, the size of the investment pool would remain constant. 
Obviously, there would be no significant differences in the funding ar- 
rangements between full-investment funding and pay-as-you-go financing 
once the former fund stopped accumulating. As well, at maturity full- 
investment funding and pay-as-you-go financing would have similar ef- 
fects on national savings. 


In its accumulation stage, the investment pool would be expanding 
and, perhaps, under certain circumstances so would the nation's capital 
stock. But in light of the various comments we have made earlier, it is 
unlikely that the financing arrangements adopted would have any dramatic 
impact on the desired savings rate. However the de facto savings rate 
could decline if, during the accumulation phase of a public fund, the 
national economy weakened. 


The macroeconomic effects of creating a fully funded system would 
depend upon the prevailing state of the economy during the accumulation 
phase and the rate at which funds accumulated. In order that the accum- 
ulation phase not have an adverse effect on the economy, it would be 
necessary for the economy to be continuously fully employed. As Lesnoy 
and Hambor note, "an increase in social security taxes would shift the 
budget in the direction of a surplus, increasing total saving in the 
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economy. However, increased saving will lead to a corresponding increase 
in capital formation only under conditions of full employment."(38) But 
Canada's economy is currently suffering from economic stagnation and 
high unemployment. The extra contributions to the fund, unless offset 
completely by other tax reductions, would lower aggregate demand for 
goods and services. Thus, at the margin, real economic growth would slow 
down and the unemployment rate would rise, depending upon the magnitude 
and speed of the accumulation phase. Lastly, investing the fund in equi- 
ties would be difficult. According to Statistics Canada flow of funds 
data, the book value of the stock of equities in Canada in 1976 was 
$68.3 billion. But the estimates of the unfunded liabildty 7 off thesere 
in 1977 ranged between $81.3 and $84.4 billion according to calculations 
on the status of the CPP presented by the Department of Insurance. (39) 
The book value of the stock of equities outstanding is in fact below the 
theoretical level of unfunded liabilities of the CPP. 


CONCLUSION 


From our survey of the empirical and theoretical issues surrounding 
the appropriate means for financing a public pension system, we conclude 
that the assertion that the modified pay-as-you-go financing technique 
is inappropriate does not hold up under close analysis. The evidence on 
the impact of pay-as-you-go public pension financing on personal saving 
is so ambiguous that it should be ignored. In any event, personal sav- 
ings account for a fairly small proportion of national savings in Canada 
even though the personal savings rate is presently at an all-time high, 
and thus the pension versus savings question is far from crucial ine 
related concern that the presently underfunded CPP/QPP has caused below 
optimum levels of capital formation in Canada should also be ignored as 
a real issue. The evidence supporting this proposition begins with the 
unfounded assertion that national savings are suboptimal and requires 
the acceptance of a variety of completely unrealistic assumptions about 
the Canadian economy. Indeed, we commented at some length on the lack 
of reliability and applicability of the assumptions linking theoretical 
long-term growth models to the Canadian economy. 


As to the point that a fully funded CPP would generate a higher 
real rate of return to pension contributors, we note that this depends 
upon what, in our view, is an inappropriate series of rate-of-return 
comparisons. Critics of pay-as-you-go funding point out that the cor- 
rect rate of return to be used in comparison between pay-as-you-go and 
funded systems is not the real rate of interest that has been earned in 
the past, but the social rate of return on capital. We argue that there 
is no reason to make such a sharp distinction between the social rate 
and the private real rate of return to capital measures in this context, 
since there is a supposition here that corporations, and not the indi 
viduals in the economic system, bear the burden of corporate taxes. 
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Further, in order to earn a return approximating the 10 per cent 
estimated real social rate estimated by Jenkins for Canada, the amount 
accumulated in a fully funded system would have to be invested solely in 
equities. As the data in Table 5 indicate, the real rate of return on 
equity investment has been rather dismal during the past five years, but 
on a fifty-year basis has been in the 5 to 6 per cent range, a level 
Slightly in excess of the natural growth rate of the economy. If the 
fifty-year rate of return to equities were earned in the future, then 
investment of funds in equities under a fully funded system would be 
preferable to a pay-as-you-go system yielding a rate of return somewhere 
in the 3 to 4 per cent range; and, if that were the case, then the im- 
plicit real rate of return to a pay-as-you-go scheme appears about as 
attractive as substantial long-term public investment in equities. Under 
pay-as-you-go, there would not be the additional concern that a large 
public pension fund would swallow up most of the stock of equity capital 
in Canada. 


Finally, there remains the problem of the extra large dose of eco- 
nomic deflation Canada would experience if full-investment funding were 
adopted when the economy already has a high volume of underutilized la- 
bour and capital. Indeed, though the plan might increase the volume of 
national savings by building up a large investment pool of funds, the 
effect could be quite the reverse, as the paradox of thrift would likely 
come into play. 
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Methodology and Assumptions Adopted for Canada Pension Plan Financial 
Projections Undertaken by the Royal Commission on the Status of Pensions 
in Ontario 


This statement summarizes the methodology and assumptions adopted 
for Canada Pension Plan financial projections undertaken by the Commis-— 
sion. Included is documentation of the various projections undertaken, 
including funding alternatives beyond those customarily examined by the 
Federal Department of Insurance. 


POPULATION PROJECTIONS 


The population projections for the December 31, 1977 CPP financial 
projections were developed by forecasting changes in the 1971 census 
data. This was achieved by applying mortality factors (based on age and 
sex) to the 1971 census population to determine the number of deaths 
occurring each year and thereafter to the resultant surviving population 
through the year 2050. 


Added to the projected population derived from the 1971 census data 
were new-born children (based on specified fertility rate assumptions) 
and immigrants to Canada. The latter were reduced by emigrants from 
Canada. Each of the immigrant/emigrant populations has separate age and 
sex characteristics. 


Because the CPP excludes Quebec, separate population projections 
are required for Quebec to derive the net population (Canada less 
Quebec) needed for the CPP financial projections. Inherent in this 
analysis was the need to determine the percentage of immigrants that 
come to Quebec and the percentage of enigrants that depart, and of those 
who migrate from Quebec to the rest of Canada (or vice versa), along 
with assumptions for their age and sex composition. 


Financial projections desired for the Ontario population required 
the development of projections for Ontario in a manner consistent with 
the way in which Quebec populations were developed. 


Mortality 


The Life Table 1970-72, Canada, published by Statistics Canada, 
was assumed applicable to 1971. Mortality thereafter was assumed to 
improve to an ultimate mortality table applicable to the year 2050. 
Intermediate years were obtained by geometric interpolation. These 
rates were assumed to apply to Canada and Quebec. Corresponding Quebec 
mortality rates were used in developing the required Quebec population 
used to arrive at the Canada less Quebec population. Life expectancies 
for Canada and Ontario produced from these mortality rates are as 
follows: 
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Lo71 2050 
Males Females Males Females 
At tbirth 69.3 76.4 TSS Bl e2 
Fran age 65 13.7 LTie5 16.0 20.7 


Census data for 1971 were used for projection purposes rather than the 
1976 census data due to the fact the latter were not available early 
enough to use as a base for projection purposes. 


Comments 


The mortality rates adopted were identical to those developed by 
the Department of Insurance for the December Sy. O77 SE PPepopuration 
projections.(1) Mortality rates applicable to the year 2050 were based 
on a study by the U.S. Social Security Administration (Actuarial Study 
No. 77). This study developed rates of mortality for the year 2050 by 
considering death rates by age groups and sex for 10 broad cause of 
death groupings. The assumed percentage reductions for each cause 
of death were combined to produce an average reduction in mortality 
by age and sex for all 10 causes of death. Since the base year for 
projections for the CPP was 1971, it was necessary to compare the rate 
of improvement in U.S. mortality rates from 1971 to 2050 and to apply 
such improvement to Canadian mortality rates applicable in 1971. 


Projections for future mortality improvement embodied in the U.S. 
Actuarial Study No. 77 provided for more modest mortality improvements 
than used in prior mortality projections of the CPP by the Department of 
Insurance. 


This change is consistent with the general levelling-off of death 
rates at most ages in the 1960s but is not consistent with the trend 
started in 1976 where mortality rates started to come down again as the 
result of such factors as: 


- A cut-back in the number of people smoking; 

- A reduction in highway speed limits; and 

- The requirement in some provinces for the wearing of seatbelts. 
Whereas the last two items reduce the number of accidental deaths - the 
largest cause of death for those under age 35 where mortality is already 


very low — the reduction in smoking probably has a more marked impact on 
the mortality rates of older members of the population. 


While there has been a marked mortality improvement at the younger 
and middle ages, there has been a less marked change at the older ages. 
Thus, although it is reasonable to assume that the present rate of 
improvement in longevity will continue as the result of advances in 
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medicine and public health, an eventual slow-down in longevity improve- 
ment will undoubtedly occur at some point 20 to 25 years fron now. 


For these reasons, we believe the mortality projections developed 
by the Department of Insurance are appropriate for the CPP population 
projections. 


Projections by the U.S. Social Security administration also assume 
that the gap between male and female mortality will continue to grow, on 
the theory that females will not react to stress the way males have 
done. We concur with this viewpoint. 


The Commission considered the possible impact of a sudden improve- 
ment in mortality as the result of a significant medical breakthrough. 
In fact, the mortality improvements developed by the U.S? Socialssecus 
rity Administration anticipated medical breakthroughs on a modest scale. 
This alternative was not explored since it was recognized that any 
such result would probably bring about a corresponding change of major 
proportions in the CPP design, such as an increase in the age at which 
government pensions first commence. 


Mortality rates for Ontario and Canada residents were assumed to be 
identical, since an examination of current rates of survival to age 65 
and life expectancies after age 65 indicated little difference for the 
two populations. Separate rates for Quebec were used due to the fact 
mortality rates historically have been higher in that province. 


Fertility 
The net reproduction rates used for four fertility scenarios 
developed by the Commission with its sociologist, Daniel Kubat, are 


summarized below: 


Net reproduction rates (NRR) 


Sapte a ERE LSC EAE Oik ast och boat Fe Sel 
Low/Low Low Most probable High 
LOTS) actual: 
to ) =— -__----- Canada for Canada projections---—--— 
1974) Ontario for Ontario projections 
Quebec for Quebec projections 
1975) 
CO) == —------—— By sLineaminterpolationn—sger—ns 
1985) 
1985 -90 1.00 120 1.45 
1990 -90 1.00 1.10 1.30 
1995 -90 1.00 1.00 PS 
2000+ -90 1.00 1.00 1.00 


Note: Intervening rates for years 1985 to 2000 obtained 
by interpolation. 
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The net reproduction rates for 1971 to 1974 for Canada, Quebec, and 
Ontario were based on actual rates obtained from Statistics Canada. 
Rates for 1975 through 1984 were interpolated linearly from the 1974 and 
1985 values. Rates for 1985 and later years were assumed to apply to 
Canada, Quebec, and Ontario. Note that a net reproduction rate of 1.00 
means that every female born alive will bear one female child. In all 
cases, the distribution of the age-specific fertility rates used was 
that of the three-year average for 1970-72 by geographical region, with 
the total of such rates adjusted to produce the assumed total fertility 
rate in each calendar year. (2) 


In this connection it should be noted that a net reproduction rate 
of 1.00 equates to approximately a total fertility rate of 2.112, 1.€., 
2.112 is the average number of live births to females. 


Comments 
In developing his projections for fertility rates, Kubat noted that 


fertility had been decreasing and, starting in 1972, had reached values 
below unity as depicted in the table below: 


Gross reproduction rates 


Canada Quebec Ontario 
1931 14555 1.940 lie 728 355 
1941 des 0'/ 1.645 1.164 
195% L702 13834 1.560 
1956 1674 1.892 AeOO 
1961 1. 868 a7s7 Teo24 
1966 1.369 1.284 a bese SE 
1971 1.060 908 07s 
1972 982 - 836 993 
1973 2937 sell 952 
1974 891 - 806 5 9E5 


SOMECe "Vital Statistics; Vol. > 1974> 
Cat. 84-204. 


In developing his most probable scenario for fertility rates, Kubat 
postulated that the net reproduction rate would not only return to 
unity by 1985, but would probably reach a level of 1.20 due to what he 
referred to as the baby boom echo. He noted that women born during the 
baby boom have begun to show a trend toward higher fertility rates. 
This has been evidenced by a higher age-specific fertility (number of 
children born per 1,000 women annually) for women in 1970. This has 
commenced notwithstanding the fact that overall fertility rates are 
still declining. In his view, these statistics evidence a partial post- 
ponement of child-bearing rather than a total cessation. He suggested 
that this trend would probably continue through 1990 and lead to a net 
reproduction of 1.00 in the year 2000. 
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Kubat's rationale for an eventual net reproduction of 1.00 in all 
four fertility scenarios (which is equivalent to zero population growth 
eventually, i.e., by the time persons born today start to die) is based 
on the following comments that he made to the Commission: 


"Actuarially, assuming perfect replacement (one daughter per female 
over the life span of the female), is a feasible assumption for any 
population projection dealing with long term spans; any growth, 
positive or negative, is exponential and difficult to imagine. 
On the other hand, the history of population does not offer any 
evidence of a sustained zero growth. The close to zero growth 
for thousands of years in the past was due primarily to dramatic 
fluctuations in mortality which wiped out substantial populations 
at different time intervals. Sociologically, one has to expect 
fluctuations in fertility behavior around a net replacement ratio 
of 1, fluctuations which are more likely to stay above unity than 
below unity. In other words, if most women have children, the 
probability that they will have more than two children is fairly 
great. Current fertility, which is at a net replacement ratiosoL 
1, or slightly below 1, is a statistical artifact of the number of 
women who have no children and women who have more than two, the 
resulting social differences in disposable income resulting from 
this distribution are bound to increase the proportion of women 
without children. On the other hand, 'a climate of optimism" or a 
return to more traditional values may bring a turnabout in fertil- 
ity, attracting the previously childless women into child-bearing 
and increasing thus the overall fertility to levels substantially 
above unity for net replacement ratios." 


In his high fertility scenario Kubat assumed that there could be a 
potential snowballing effect of a rise in fertility by the very large 
cohorts of children reaching child-bearing age in the next several 
years. He anticipates an increase in net reproduction rates to 1.45e4n 
1985, declining to 1.00 by the year 2000. 


In his low fertility scenario he assumed a return to a net repro- 
duction rate of 1.00 by 1985 and no change therafter. 


For these reasons we subscribe to his theory that ultimately a net 
reproduction rate of one is the only meaningful fertil ity assumption, 
barring unforeseen circumstances such as a major war Or epidemic. 


A low/low scenario has also been introduced by the Commission to 
measure the financial effect on the CPP if fertility rates continued 


indefinitely at current levels, that is, at a net reproduction rate of 
R18 
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Immigration, Emigration and Migration 


Table 1 outlines the assumptions used for immigration, emigration, 
and migration for the three geographical regions - Canada, Quebec, 
and Ontario. Immigration figures for years 1971 to 1977 are actual 
results, whereas the emigration figures are estimates made by Kubat. 
For 1978, immigration to Canada was taken at 100,000 with Quebec assumed 
to receive 15 per cent and Ontario 50 per cent. Emigration from Canada 
for 1978 was taken as 40,000 with Quebec assumed to lose 25 per cent of 
this number and Ontario 40 per cent. For calendar years after 1978, the 
100,000 and 40,000 figures were increased 1/2 of 1 per cent per year 
through the year 2000 when these absolute amounts were frozen. Thus, 
net Canadian immigration was set at 60,000 in 1978 and 66,960 in 2000 
and later. 


Migration from Quebec to Canada was taken at 22,017 in 1971 (the 
actual number) and graded linearly to an assumed level of 20,000 in 
1978 and 5,000 in 2000 and later. Zero net migration was assumed from 
Ontario to the rest of Canada. The assumptions assume net outflows from 
Quebec to the rest of Canada as follows: 


Immigration Emigration Migration Net Outflow 
Loe ToRece 16,500 22 Oli, Toy 295 
1978 15,000 10,000 20,000 15,000 
2000 and 
later 16,740 11,160 5,000 —580 


Distribution of immigrants by age and sex were obtained from 
"Analytical and Technical Memorandum No. 6: Migration Projections for 
Canada", by K.-S. Gnanasekaran (Statistics Canada). Since statistics on 
emigrants are not maintained, the distribution of emigrants by age and 
sex waS based on the distribution of emigrants to the United States from 
Canada obtained on a continuous basis by Statistics Canada from the U.S. 
Department of Justice. It is noted that emigrants from Canada to the 
United States have comprised approximately two-thirds of immigration to 
the United States in recent years. Immigrants over age 65 were ignored 
in order to avoid a substantial overstatement of benefits in respect of 
immigrants. These distributions are shown in Table 2. 


Comments: Immigration and Emigration 


In his submission to the Commission, Kubat indicated that the as- 
sumption by the Department of Insurance for its CPP valuation (December 
31, 1977) o£ 160,000 immigrants and 60,000 emigrants would lead to a 
net immigration assumption (100,000) that is too high. His view was 
that "net" immigration should be closer to 60,000 rather than 100,000 
Starting in the calendar year 1978. Kubat recommended that we assume 
annual immigration of 100,000 and emigration of 40,000, both of these 
figures to increase by 1/2 of 1 per cent per year from 1978 to the 
year 2000 (to net about 67,000) and remain constant thereafter. The 
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Department of Insurance's "net" immigration figure applied to 1971. It 
increased thereafter in such a way that it would remain constant as a 
percentage (.465 per cent) of the total population. 


Kubat explained that until about 1990 we could expect to see a con- 
tinuation of the influx of "dependent" versus "independent" immigrants 
to Canada. The age and sex distributions of immigrants being used by 
the Department of Insurance (developed by Gnanasekaran) are based on 
averages developed over the period 1959-68. As can be seen from Table 
3, the proportion of independents that emigrated to Canada in the period 
1959-68 and ended up as workers, hovered around 60 per cent. But start- 
ing with 1975, the percentage of independents who ended up as workers 
fell markedly to a low of 50 per cent in 1977. This analysis suggests 
that there may have been a change in the average age/sex canposition of 
immigrants to Canada starting with 1975. An examination of Table 4 
shows that there has been a change, with a heavier number of dependents 
caning to Canada in 1976 versus the period 1959-68. Overall, however, 
there has not been a Significant change. 


The revised immigration policy that took effect in early 1978 
permits the Canadian government to establish numerical targets for 
immigration each year. Although this legislation retains its non- 
discriminatory features, it has dropped the "nominated" relative cate- 
gory. (It is also interesting to note that the first immigration target 
level for 1979 was set at 100,000). This will undoubtedly lead to a 
return to a higher proportion of independents emigrating to Canada some- 
time in the 1980s and a return to the 1959-68 immigration experience. 
Accordingly, Kubat has recommended that the age and sex distributions 
being adopted by the Department of Insurance be used for projections 
required by the Commission. In his view, the use of two tables covering 
the age and sex composition of immigrants, one to say 1990 and another 
one thereafter, hardly seems practical when one considers how little it 
will affect the overall financial projections. 


Comments: Migration 


In his submission, Kubat suggested that 15 per cent of all immi- 
gration to Canada will be to Quebec with 25 per cent of all emigration 
fron Canada being from Quebec. In its December 31, 1977 population 
projections, the Department of Insurance used 17.33 per cent for 1971, 
grading to 25 per cent in 2000 for immigration, and 29.84 per cent for 
1971 grading to 25 per cent in 2000 for emigration. Actual immigration 
figures for 1971 to 1977 were used in the projections made for the 
Commission, rather than using the interpolative approach adopted by the 
Department of Insurance. 


Starting in 1978, immigration to Quebec was assumed to occur at a 
level equal to 15 per cent of all immigration to Canada in contrast to 
the 25 per cent figure adopted by the Department of Insurance. The 
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following information produced by Kubat supports the use of a 15 per 
cent assumption: 


Per cent of all Per cent of all 
foreign-born population residing 
residing in Quebec in Quebec 
(Per cent) 
1931 10.9 VIET) 
1941 ieee 28.9 
1951 an i 28.8 
1961 bisRYy/ 28.8 
1971 14.2 27.9 


In 1975 and 1976, the proportion of immigrants declaring Quebec as 
their intended province of residence was 14.9 per cent and 19.6 per cent 
respectively. According to Kubat, 


"The current drive by Quebec to recruit immigrants fran abroad may 
yield some immigrants who will state their intent to come to Quebec 
and settle there. However, more likely than not, a proportion of 
such immigrants, unless they are fully francophone, will find their 
way to Ontario or other provinces." 


For the foregoing reasons he views the 15 per cent assumption as a 
realistic one. 


Net migration to Ontario historically has been positive but re- 
cently has become slightly negative. Kubat's view is that net migration 
for Ontario will most likely fluctuate around a zero value. 


Correlation of Immigration, Emigration and Migration Projections with 
Fertility Assumptions 


In discussions, Kubat commented that the immigration, emigration 
and migration projections should parallel or mirror the fertility 
assumptions used for the various scenarios. This process can be ration- 
alized by recognizing that, under the new immigration policy, the 
federal government will be establishing quotas which will reflect the 
number of youth becoming available for jobs in the market place. Conse- 
quently, higher fertility rates under one scenario will, approximately 
20 years later, lead to a possible reduction in the number of immigrants 
allowed to enter Canada. 


Although this correlation is desirable, it was decided that this 
kind of "fine tuning" was not that important in the projection process, 
particularly when it is realized that its first impact is at least 20 
years into the future. Consequently, it was decided that the immigra- 
tion, emigration and migration assumptions should apply to all four 
fertility scenarios. 
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Table 2 | 
Distribution of Immigrants and Hmigrants by Age Group 


Immigrants Emigrants 
Age group Males Females Males Females 
(Per cent) 

0-4 4.879 4.607 6.365 56985 

5-9 4.176 3.903 55053 5.069 
10-14 2.948 2.808 Se sy 3.447 
15-19 3.758 4.096 2.689 3.596 
20-24 8.969 10.470 3.601 8.881 
25-29 9.147 8.049 6.436 7-240 
30-34 5.728 4.838 6.097 5.105 
35=39 3.699 Se b23 4.861 3.826 
40-44 Z2e69 1.931 S005) PIES 
45-49 Ls3l6 1.371 2.143 1.846 
50-54 Se) 1.226 oo? 1.480 
55-59 - 694 LS 7 2939 1.072 
60-64 ~ 530 100-2 350359 c72i 
65-69 e471 A Glsks ~429 25992 
70 plus °427 - 796 499 ~675 
All ages 49.858 50.142 47.779 52.22) 


Source The Royal Commission on the Status of Pensions in 
Ontario, prepared from material supplied by Daniel 
Kubat. 
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Table 4 
Comparison of 1976 
Averages for Years 


Age 1959- 
Group 1968- 
0-4 10 
5-9 8 
10-14 6 
15-19 8 
20-24 18 
25-29 18 
30-34 1 
35=39 7 
40-44 4 
45-49 3 
50-54 2 
55-59 ui 
60-64 1 
65-69 al 
70+ i 
Total 100 


Age/Sex Composition of Immigrants to Canada with 


Wiebe = als) ers 


Males 


1976 


10 


MO NMOWNHN WwW B&B SI 


100 


ANS fee 


Difference 1968 


(Per cent) 


Females 


1976 


a 


es) (OS) ISS (es) (U8), (Usy (ey (On) Wey (en) i) foo) (ee) Wey Si 


100 


Difference 


Source The Royal Commission on the Status of Pensions in Ontario, 
prepared from material supplied by Daniel Kubat. 


PARA 


ECONOMIC ASSUMPTIONS 


Projections of real wages and salaries, real investment return 
and inflation were developed by the Commission's economist, Arthur 
Donner. His assumptions are explained below, followed by a discussion 
of their application in arriving at a complete economic basis for the 
Commission's projections. 


Basis of Economic Assumptions (Arthur Donner) 


Actuarial calculations for the CPP, or for any pension plan, 
require a series of economic assumptions for the forecast period. The 
critical economic variables in such projections are the rates of change 
in wages (specifically the industrial composite wage index), rates 
of change in prices (the CPI), and nominal interest. rates (yields on 
provincial or federal government long-term securities). While the 
projected levels of future wages, prices, and interest rates are impor- 
tant, their relative importance is also evident in their so-called "real 
counterpart" measures (real wages and real interest rates). Over the 
longer term the nominal values for any economic variables are inter- 
related as high rates of inflation tend to be associated with higher 
nominal interest rates, and, in turn, faster inflation translates into 
more rapid rates of increase in money wages. (3) 


Three inflation scenarios are set out in Table 5; a most probable 
inflation scenario which has the average rate of inflation only mini- 
mally decelerating between 1978 and 1984, a high probable inflation 
Scenario which has inflation remaining at a very high rate by historical 
Standards until 1984, and a low probable inflation scenario which has 
inflation moderating at a 4-1/2 per cent average rate between 1980 and 
1984, and a 4 per cent average rate between 1985 and 1989. In all three 
cases, a constant rate of inflation is assumed beyond 1990. 


The rationale for the central or most probable inflation projection 
is partly based on the view that inflation, over the Longer run; wise 
purely monetary phenomenon determined primarily by the long-term growth 
rate of the money supply less the long-term growth rate of full capacity 
national production. One must be aware that in the shorter time hori- 
zon, price adjustments to particular factors such as energy costs, food 
costs, and a depreciated currency can worsen recorded inflation rates. 
The shorter-run shocks are assumed to fully work themselves out by the 
early 1980s. 


As well, governments (whether national or provincial) and the Bank 
of Canada have introduced a series of policy measures which, if extended 
into the 1980s, are consistent with lower average rates of inflation in 
the 1980s than in the late 1970s. Thus the most probable inflation 
scenario has prices moderating from their near two-digit level increases 
in the late 1970s down to a 5.5 per cent average annual rate of increase 


Pas 


between 1980 and 1984, a5 per cent average annual rate of increase 
1985-1989, and a 4 per cent average annual rate of increase thereafter. 


The three inflation scenarios differ fran each other in a related 
way. The high-inflation case has prices and wages inceasing at a two 
percentage point faster than the comparable figures for the most prob- 
able case. The low-inflation scenario records prices and wages rising 
at a 1 per cent lower rate than the most probable projection. Nominal 
interest rates in the high and low-inflation scenarios were similarly 
projected relative to the most probable case. That is, in the high 
scenario, future nominal interest rates are 200 basis points in excess 
of the most probable case, and 300 basis points in excess of the low- 
inflation case. 


After 1990, it was assumed that real wages and real long-term 
interest rates would trend at a constant rate in all scenarios, con- 
Sistent with the wage and price inflation forecast. But prior to 1985 
some allowance was made in these projections for the poorer real rates 
of return to bonds in the high-inflation case, and the improved real 
rates of return to bonds in the low-inflation case. 


The constant real interest rate and real wage rate projections be- 
yond 1990 are based on historical long-term trends. If the distribution 
of income is to remain relatively constant in the future, then real 
wages must trend at a rate of growth similar to that of real output 
per worker. Thus, the historical long-term gain in real wages of 2.1 
per cent per annum after 1990 which was adopted in these projections 
is consistent with a 50-year average experience, as well as with a 
historical average rate of growth for real output per worker. Ina 
Similar way, the three series of projections generate a 2.4 per cent per 
annum real interest rate return after 1990, since this has tended to be 
the long-term real rate of return to these particular provincial 
securities. 


Application of Economic Assumptions 


The long-term assumption of 2.1 per cent real growth in wages 
and salaries was based on a 50-year analysis of the Statistics Canada 
Average Weekly Wages and Salaries Industrial Composite Index. Table 6 
demonstrates that a trend line of 2.1 per cent provides a very close fit 
to the 50-year experience of real growth in wages and salaries. 


The CPP fund is invested using interest rates that reflect those on 
long-term Government of Canada bonds (terms of 20 years and longer). 
The long-term trend line for real rates of return on long-term Canada 
bonds (10 years term and over) is 2.25 per cent (see Table 7). ‘This was 
estimated to be 2.40 per cent if 20-year and over Canada bonds were 
used. For Ontario, it was recommended by Donner that real rates of 
investment return be set .4 of 1 per cent higher than for Canada on the 
assumption that if Mtario set up its own pension plan, the interest 
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rate would be geared to Ontario long-term bonds, rather than Canada 
long-term bonds. 


Inflation has been assumed ultimately (1990) to reach 4.0 per cent 
under the most probable forecast, with an ultimate level of 3.0 per cent 
on the low level and 6.0 per cent on the high economic forecasts. The 
ultimate (1990 and later) forecasts are summarized below: 


1990 and later forecasts 
Most 

Annual rates of return Low probable High 

(Per cent) 
1. Investment return Ft 6.4 8.4 
2. Growth in wages and salaries Sell 6.1 8.1 
3. Inflation B20 -4.0 6.0 
4. Real rates of investment return 


= (1 )s<t8) 2.4 2.4 2.4 
5. Real growth in wages and salaries 
=p ddoimralS)) Poll Del. 20th 


Two alternative projections were made relating closely to the most 
probable economic scenario. These additional projections adjusted the 
real growth in wages and salaries up to 1/2 of 1 per cent and down 1/2 
of 1 per cent for calendar years 1979 and later, while keeping the 
inflation rates the same. This had the effect of maintaining the real 
investment rates of return at 2.4 per cent but changing the ultiinate 
(1990 and later) growth in real wages and salaries - in the one case 
fran 2.1 per cent to 1.6 per cent and in the second case to 2.6 per 
cent. The total growth rates for salaries and wages were thus 5.6 per 
cent and 6.6 per cent respectively rather than 6.1 per cent. 


Comments 


The Department of Insurance CPP financial projections embodied a 
real investment return of 3.0 per cent in 1973 and later, as contrasted 
to the 2.4 per cent figure used by the Commission. Based on the his- 
torical trend line depicted in Table 7, it is difficult to justify a 3 
per cent real rate of return. However, it should be recognized that 
this assumption only has a bearing on the relative size of the CPP fund, 
and in the instance where only a modest fund is developed, this factor 
has little impact on the financial projections. The real growth in 
wages and salaries on the other hand, is a critical variable since it 
affects the growth in the YMPE which in turn affects both benefit levels 
and contributions. Here the assumption of 2.1 per cent (based on the 
trend line obtained from Table 6) used for the Commission's projections 
is very close to the 2.0 per cent figure adopted by the Department of 
Insurance. 
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Table 5 
Economic Assumpticns 


Wages and salaries Interest rates(a) 
Real Total Real Total 
Inflation growth growth return return 


(Per cent) 

Most probable economic scenario 
1978 Ts5 
1979 6.0 
1980-84 bed 
Se16) 
4.0 


1985-89 
1990 and later 


High probable economic scenario 
1978 9.3 
1979 8.0 
1980-84 725 
7.0 
6.0 


1985-89 
1990 and later 


Low probable economic scenario 
1978 6.3 
1979 560 
1980-84 Ae 
1985-89 4.0 
1990 and later 2.0 


a Based on long-term government bond index (10 years and over) in- 


creased by .3 of 1 per cent to adjust to Government of Canada bonds 
with terms of 20 or more years. 
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Table 6 
INDEX FOR REAL WAGES IN CANADA 


Actual 
—— — —— 2.1% Trend Line 


ealbcaaal 
1926 le 93608 194 i 5l940e5 1957 PEN 956 Ta 19Gb 966 1971 1976 


Source Statistics Canada, Average Weekly Wages & Salaries, Industrial Composite Index. 
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Table 7 
REAL RATES OF RETURN ON 


LONG-TERM GOVERNMENT OF CANADA BONDS 


Actual 
SSsSeo5 2.25% Trend Line 


&. 


Fy 


Bet 
eA) a 


Pe EEN. |e 
pe aa 
PRS THMANHGNIELEE 
eo 


1926 1931 1936 1941 1946 1951 1956 1961 1966 1971 1976 


Source Bank of Canada Review 
(Bonds have terms of 10 years and longer) 
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OTHER ASSUMPTIONS 


Here we will describe the other assumptions used in performing the 
CPP financial projections requested by the Commission. 


Participation Rates 


Participation rates for 1971 to 1975, assuming a zero Year's Basic 
Exemption (YBE), were developed fran data obtained from the CPP Division 
of the Department of Supply and Services, by dividing the total number 
of contributors by the projected population in each calendar year age- 
group sex cell (11 groups for each sex). These were developed for 
Canada (less Quebec) and Ontario. Participation rates for 1966 to 1970 
were developed fran similar but not identical data. Participation rates 
for calendar years 1980, 1990, and 2000 and later were. projected with 
the help of the Commission's sociologist. The participation rates 
developed are shown in Table 8. Intermediate year participation rates 
were obtained by interpolation. 


On examining Table 8, it can be seen that some participation rates 
exceed 100 per cent. This is attributable to the fact that there are 
temporary workers in the country in any year who do not show up in the 
population counts. 


The zero YBE participation rates were adjusted to YBE participation 
rates by the use of cumulative distributions of contributors and earn- 
ings for the 11 age-group sex cells. Some eighty earnings ranges are 
used for each age-group sex cell. 


Modified Average Earnings 


For calendar years 1971 to 1975, average earnings were developed 
assuming a zero YBE for each calendar year age-group sex cell by divid- 
ing total earnings by the total number of contributors in each sex cell. 
These were developed for both Canada (less Quebec) and Ontario, and 
extended back to 1966 using similar but not identical data. These 
average earnings are shown in Table 9. 


For calendar years 1976 and 1977, it was assumed that total average 
earnings (for all age-groups and both sexes combined) would increase 
at the same annual rate as the Industrial Composite Index of Average 
Wages and Salaries. For 1978 and later years, the rates postulated in 
the economic assumptions were applied. After discussions with the 
Commission's sociologist it was decided that no differentiation should 
be made in the relative positioning of wages and salaries by age and/or 
sex in future years. (4) 


Modified average earnings, reflecting only earnings above the 
projected YBE and up to the projected YMPE in each calendar year, were 
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developed using the cumulative distributions of contributors and earn- 
ings described above in "Participation Rates." 


The effect of unemployment was not explicitly introduced into the 
calculations. 
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Contributions and Expenses of Administration 


a) Contributory earnings were calculated as the product of (1) Modified 
Average Earnings less the Year's Basic Exemption, (11) participation 
rates, and (iii) projected populations. In the past, contributions 
estimated in accordance with the foregoing method have always been 
less than contributions actually collected. However, the difference 
has been narrowing and by 1977 was reduced to nil. In view of 
this trend, no special adjustment was made to the calculation of 
contribution income. 


b) To estimate contributions, the contribution rates assumed in the 
fund accumulations were applied to contributory earnings. 


c) Costs of administration were assumed to be at the level of .1 per 
cent of contributory earnings. 


Other Methodology and Assumptions Consistent With Those Adopted by ache 
Department of Insurance 


As the computer program utilized by the federal Department of 
Insurance was used for the CPP financial projections, it was important 
to examine their methodology and to review their assumptions to be 
satisfied they were appropriate. This analysis was undertaken and the 
methodology and assumptions used for detennining benefits were found to 
be acceptable. Accordingly the methodology and assumptions given on 
pages 50 through 58 of the CPP Statutory Actuarial Report No. 6 as at 
December 31, 1977 have not been repeated here. It can be assumed how- 
ever, that the manner in which the Commission approached the calculation 
of benefits in the following areas mirrors those used by the Department 
of Insurance: 


- Retirement benefits 

- Disability benefits 

- Children of disabled contributors' benefits 

- Surviving spouses' benefits 

- Orphans' benefits — 

- Death benefits 

- Modifications for division of credits on divorce. 


One exception to the foregoing applies in the case of the valuation 
of disability benefits in payment at the end of 1975. In the case of 
the valuation undertaken for residents of the province of Ontario, it 
was determined from an analysis of the data provided that 56 per cent 
of the existing CPP disabled population would be allocated to that 
province. 


A second exception applies to the "divorce and divide" provision. 


While this provision has some effect on the subdivision of benefits by 
various categories, particularly on subdivisions by sex of the contrib- 
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utor, it has very little effect on the aggregate level of benefits. For 
Such purposes it might have well been ignored. In fact, for the sake of 
convenience, it was ignored in estimating entry age normal costs and the 
related unfunded liabilities referred to below. 


Fund Accumulations 


The Fund wes assumed to be the amount to the credit of the Canada 
Pension Plan Account. Annual investments in provincial bonds prior to 
1978 are known, but for various reasons are less in total than the 
amount to the credit of the Canada Pension Plan Account at December 
31, 1977. They were adjusted proportionately so as to match the said 
credit. The annual amounts of interest earned on each year of invest- 
ments made prior to 1978 are also known, and were adjusted in proportion 
to the adjustments in investments. Amounts invested in each future year 
were taken as equal to contributions for the year minus benefits for the 
year, plus one year's interest on outstanding investments, plus prior 
investments matured during the year. Each future year's investments are 
assumed to earn interest until maturity at the annual rate of interest 
on new investments as postulated in the economic assumptions for the 
year Of investment. ‘The Fund at the end of any year was taken as the 
sum of the outstanding investments. 


Normally, investments are assumed to mature after 20 years. How- 
ever, if the amount to be invested in any year, calculated as indicated 
above, and assuming 20-year maturities, should turn out to be negative, 
it is necessary to assume additional maturities in that year sufficient 
to provide a positive investment. Otherwise, there would not be suffi- 
cient funds released in that year to pay benefits. Such additional 
maturities were assumed to be on a last-in, first-out basis.(5) 


Entry Age Normal Cost and Related Unfunded Liability 
a) Entry Age Normal Cost 


This was determined by estimating contributory earnings and bene- 
fits and expenses in respect of the quinary age-group cohort 
centred around age 18 on December 31, 1977, and determining, 
by an iteration process, and using the usual fund accumlation 
methods, the contribution rate that would be exactly sufficient to 
accumulate a nil fund in respect of that cohort at the expiration 
of all contributions and expenditures in respect of that cohort. 
The entry age normal cost was taken as the contribution rate so 
detemnined. 


b) Unfunded Liability 
The unfunded liability, assumed to be hypothetically invested in 


1978, was determined by an iteration process so that together with 
(i) the fund at December 31, 1977, (ii) future (post-1977) contri- 
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butions at the entry-age-normmal cost contribution rate collected in 
respect of the population aged 18 and over on December 31, 1977 and 
(iii) investment earnings, it would be just sufficient, to pay all 
future benefits and administrative expenses in respect of that 
population. The unfunded liability so calculated at December 31, 
1977, was then discounted for one-half year's interest. 


An accumulation process was used to determine both the entry-age- 
nomial costs and the unfunded liability, rather than the more usual 
discounting process, because the interest assumptions (annual rates of 
interest on new investments), together with the maturity assumptions 
used in the Fund accumulation, are readily conducive to the accumulation 
of funds, but not to their discounting.(6) 


FINANCIAL PROJECTIONS UNDERTAKEN 


The Commission requested that a number of population and financial 
projections be undertaken for the CPP. Six sets of projections were 
requested providing a broad range of financial information for calendar 
years 1978 through 2050. The four population scenarios described above, 
(essentially variations in fertility assumptions) and the three econanic 
scenarios previously described, formed the basis for the projections 
undertaken. 


The table below summarizes the six projections: 


Economic Fertility assumptions 
assumptions Low/ low Low Most probable High 
Low eo Xx sats 
Most probable X X X X 
High X 


All of the six foregoing projections were made for Canada. A 
seventh projection was made for Ontario, based on the most probable 
econanic and most probable fertility assumptions and a fund based on 
Ontario's share of the CPP assets as of December 31, 1977. 


Two additional projections were made for Canada using the most 
probable fertility assumptions but varying the earnings assumption +.5 
per cent from the rates for 1979 and later years that were otherwise 
included in the most probable economic assumptions. A last set of 
projections was made to measure the financial implications of reintro- 
ducing the earnings test. This was also based on the most probable 
fertility and economic assumptions. 


All nine projections developed the following information for calen- 
dar years 1978 to 2050: 
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a) Contributory earnings; 


b) Expenditures split into retirement (including the continuation of 
the retirement pension to survivors), disability and survivor (7) 
benefits, with all three of these benefit components separated into 
their non-indexed and indexed portions. 


c) Expenses of administration, set at one-tenth of one per cent of 
contributory earnings; 


d) Items b) and c) expressed as a percentage of contributory earnings; 
e) Net cash flow (contributions less expenditures, including expenses); 
£) Investment income; 

g) The accumulated fund for the various "Funds" developed. 


Although not included as a part of the computer output, the fund 
accumulations (item g) were expressed as a multiple of the current 
year's benefit expenditures (item b). This payout multiple is a much 
more meaningful statistic since it gives a rough indication of the 
number of years the then fund value could cover future benefit payments 
under the plan, without any additional contributions to the CPP. As 
such it could be considered a solvency safeguard. 


The splitting-out of the costs of indexing separately fram the basic 
benefits provided by the CPP at the time of the event (death, disa- 
bility, retirement), to the best of our knowledge has never been done 
before. The split between retirement, disability, and survivor benefits 
is consistent with the manner in which the Department of Insurance has 
presented such information in the past. In this connection it should 
be noted that the "retirement" category includes the pension to the 
contributor and the continuation, if any, of such retirement pension to 
Survivors. The "survivors" category picks up all other pre-retirement 
Survivor and death benefits. 


Funds A, B, and C were developed for all nine projections. They can 
be described as follows: 


Description 
Fund A The fund accumulations that will result starting with 
today's fund and contributions continuing indefinitely at 
the current combined employee-employer rate of 3.6 per 
cent. 


Fund B Under this fund, contributions continue at the combined 3.6 
per cent enployee-employer rate up to the point where the 
cash flow to the provinces (contributions less expendi- 
tures) would otherwise become negative. At this point, 
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contributions are increased so that there is always a zero 
cash flow to the provinces. Under this arrangement the 
fund will continue to grow by the amount of interest earned 
on the fund and the provinces will not be required to pay 
interest. Instead, the interest would be capitalized each 
year. 


Fund C Under this fund, cash flow is permitted to become negative 
up to the point where the interest payments on the fund, 
along with the 3.6 per cent employee-employer contribu- 
tions, are both required to meet the expenditures for 
the year. Thereafter, contributions are increased so 
that contributions plus fund interest will exactly cover 
expenditures. This leads to a constant or stable fund and 
a situation where the provinces will be’ required to pay 
interest on this frozen fund thereafter. 


The first seven projections described (six for Canada and one 
for Ontario) developed, in addition to Funds A, B, and C, projections 
for three other funds referred to as Funds D, E, and F. These will 
be described later. Each of these projections required that entry 


age normal contribution rates and associated unfunded liabilities be 
developed. 


The following summarizes the details of the seven projections 
undertaken. 


l. Entry age level contributions, as a percentage of contributory 
earnings, were developed for the following benefits: 


a) Contributor retirement pensions, including their continuation to 
Survivors, without indexing; 


b) Disability pensions without indexing; 


c) Survivors' pensions(7), orphans' and death benefits without 
indexing. 


d) Contributor retirement pensions, including their continuation to 
Survivors, with indexing; 


e) Disability pensions with indexing; 


£) Survivors' pensions(7), orphans' and death benefits with 
indexing; 


g) Total of non-indexed and indexing components (see Appendix D-6). 


Expenses were not reflected in the Entry Age costs for the specific 
benefit items. 
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The objective here was to develop one entry age normal value for 
each of the benefit components referred to above. 


Using a closed group valuation technique, the unfunded actuarial li- 
ability for CPP participants as of December 31, 1977 was developed. 


Five separate unfunded actuarial liabilities were developed as 
follows based on: 


a) Contributor retirement pensions, including their continuation to 
Survivors, (without indexing) - item a) of paragraph 1 used as 
entry age level contribution; 


b) Welfare benefits - disability pensions, survivors'(7) pensions, 
Orphans' and death benefits (without indexing) - sum of items b) 
and c) of paragraph 1 used as entry age level contribution; 


c) As for item a) with indexing - item d) of paragraph 1 used as 
entry age level contribution; 


d) As for item b) with indexing - sum of items e) and f) of para- 
graph 1 used as entry age level contribution; 


e) Items a) through f) plus administrative expenses - entry age 
level cost used is item g) of paragraph 1, plus one-tenth of one 
per cent. 


CPP assets as of December 31, 1977 were allocated to items a) and b) 
above based on a pro rata share of the present value of future 
benefits for each category. Assets were not allocated to items c) 
and d) since there was’ always an unfunded position created for the 
benefits covered by items a) and b). 


Contributions in calendar years 1979 and 1980 were allocated to 
items a) through d) above in proportion to related pay-go contri- 
butions in such years, both years' contributions including admin- 
istrative expenses of one-tenth of one per cent. 


Using the information generated in paragraphs 1 and 2, financial 
projections were developed portraying the fund build-up that would 
occur if entry age level funding were applied to all current and 
future CPP contributors (open group valuation). In addition, such 
contributors were assumed to pay an increased CPP contribution to 
cover the amortization of the December 31, 1977 unfunded liability 
developed for the closed group of contributors and beneficiaries as 
of that date (developed in paragraph 2), assuming such unfunded 
liability was to be amortized as a percentage of projected future 
covered CPP payroll over the 50-year period commencing January l, 
1980 and ending in the year 2029. The choice of 50 years for amor- 
tizing the unfunded actuarial liability was based on the knowledge 
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that the youngest members of the population who represent the baby 
boom will have reached retirement age by the year 2030. 


Three sets of projections (Fund D, Fund E, and a modification to 
Fund E, referred to as Fund F), were undertaken to determine the 
relative impact of adopting entry age level contribution patterns 
for all or part of the CPP benefit package in lieu of pay-go fund- 
ing. Details of the funding methods applied to the benefit com- 
ponents for each of the three fixed bases follow: 


Funding method to be used 


Non-indexed portion Indexed portion 
Retirement Welfare Retirement Welfare 
pensions benefits (a) pensions benefits (a) 
Fund FntryoiePayaoimntryassPayas Entry GePayenshietry a Pay, 
basis Magem  WgosYEtGagchs Dg0 CMe ad Come g IO See 
D X X Xx X 
E X X X X 
F Xx Xx X X 


a Includes both disability and survivor benefits. 


NOTE: Where entry age contributions are noted above, the 50-year 
amortization payment to cover the closed group December 3l, 
1977 unfunded actuarial liability associated with that par- 
ticular component was included as a part of the required 
contribution. In the instance where pay-go funding was to 
apply to a specific component to which assets have been 
allocated, such assets were first applied to reduce the 
pay-go costs until the fund was exhausted. 


Each of the four camponents - Retirement (without indexing), Welfare 
(without indexing), Retirement(8) (indexed portion) and Welfare 
(indexed portion) - as well as the overall total, had separate fund 
accumulations developed. 


The reintroduction of the earnings test was examined using the re- 
tirement factors specified below. These projections were developed 
for Funds A through F. 


Retirement factors applicable to 65-69 age group 
Males - 80 
Females - 90 


The earnings test assumed was identical to the one initially in 
place at the outset of the CPP, i.e., no offset for earned income up 
to 18 per cent of the YMPE, $l offset for each $2 of earned income 
between 18 per cent and 30 per cent of the YMPE and a $1 for $l 
offset above 30 per cent. The retirement factors adopted, .80 for 
males and .90 for females, were established as the result of a 
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detailed examination of the experience available under the Quebec 
Pension Plan. No similar data were available for the CPP. 


The level of contributory earnings to the Plan was also increased as 
the result of continued participation of workers in the 65-69 age 
group by applying the above retirement factors to the participation 
rates, adjusted from a zero to a YBE basis, to arrive at the number 
contributing. This technique led to the following approximate 
results for the year 2000: 


Percentage of 65-69 age group that 


Retire Contribute to CPP Total (a) 
(Per cent) 
Males . 80 25 105 
Females 90 Ans) 105 


a Percentages exceed 100 since in the year of retirement an indi- 
vidual can be both a contributor and a pension recipient. 


Minor changes occur in the contributor percentages for years prior 
to 2000. 


EXTRA POPULATION ARISING FROM THE BABY BOOM 


In order to measure the financial implications on the CPP of the 
high fertility rates during the 1945-1965 period (referred to as the 
"baby boom"), the Commission decided that the most meaningful technique 
would be to determine the extra population that resulted from the boom. 
This required the Commission to establish a "nom" fertility rate, above 
which the "extra population" would be determined. 


Table 10 contains the actual total fertility rates for the period 
1926-1975 along with the adjusted rates, the latter being the lesser 
of 3.0 (the established “norm") and the actual total fertility rate 
for each year. Table 11 depicts the extra population, the baby boom, 
pictorially. The norm of 3.0 was selected because it approximates the 
average total fertility rate between World Wars I and II. 


The ratio of adjusted to actual total fertility ratios for each 
year of birth was then applied to the 1971 census population at each age 
(males and females separately) corresponding to the appropriate year of 
birth; e.g., the 1950 ratio was applied to the population age 21 from 
the 1971 census. The same ratios were applied to males and females, 
thereby retaining the ratio of male to female births at about 1.06. 


The 1971 census population was adjusted before applying the ratios 
to eliminate the effect of immigration and enigration, since the higher 
birth rates of the 1945-1965 period would not be affected by either of 
these movements. Data for actual immigrants in each calendar year 
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were obtained from the Canada Year Book for each year in the period 
1946-1965. The probability of death of the immigrant population was 
ignored, recognizing that mortality rates at ages up to 25 are extremely 
light in any event. Emigrants were arbitraridy,set,atal5) pertcent of 
immigrants over the 2l-year period. Emigrants to the United States (the 
only country for which such statistics are gathered) ranged from 6 per 
cent to 20 per cent during the same 2l-year period. The number of 
immigrants to Canada since 1946 included in the 1971 census is shown in 
Table 12 distributed by quinquennial age groups. Migration from Quebec 
to the rest of Canada was ignored since it was felt this would not be a 
major contributing factor to the extra population. 


The extra population resulting fran the foregoing calculations is 
shown in Table 13. The "adjusted" 1971 population, i.e., the actual 
1971 population reduced by the extra population, contained in Table 13, 
was then used to develop financial projections using the most probable 
economic and fertility assumptions for Funds A, B, and C for Canada 
less Quebec, and Ontario. The projections for the "adjusted" 1971 
population developed the benefit outflow and contributory earnings in 
each calendar year along with the pay-go contribution rates, 1.e., 
the ratio of benefit outflow to contributory earnings. The pay-go 
contribution rates resulting from the "adjusted" 1971 population were 
then compared with corresponding pay-go contribution rates resulting 
fran projections using the actual 1971 population. 


The excess of pay-go contribution rates for the actual..1971,;popu= 
lation over the adjusted 1971 population was determined only for those 
years in which there was a positive result. Essentially positive excess 
pay-go contributions appeared in calendar years 2023 Ato .20387eandsarter 
the year 2045, with all other years showing negative results. The ex- 
cess contribution rates were then applied to the actual 1971 population, 
discounted and amortized over varying periods of time ranging up to 50 
years, and expressed as a percentage of contributory earnings. 


Pe SVs 


Table 10 
Actual and Adjusted Total Canadian Fertility Rates 


Actual TFR Adjusted TFR 
1926 3.356 3. 356 
L931 3.201 3.201 
oS.6 TAPS |S) 2.695 
1941 2.824 2.824 
1942 2.954 2.954 
1943 3.030 3.030 
1944 3.000 3.000 
1945 3.005 3.005 
1946 3.356 3.000 
1947 See dis 3.000 
1948 3.423 3.000 
1949 3.438 3.000 
1950 3.433 3.000 
OST: 3.480 3.000 
1952 30625 3.000 
1953 Se 3.000 
1954 3.812 3.000 
1955 3.817 3.000 
1956 3.849 3.000 
LO oa 3e929 3.000 
}O5S 3. 884 3.000 
1959 3.947 3.000 
1960 3.910 3.000 
LOGE Siehey/ 3.000 
1962 SS ITS: 3.000 
1963 3.690 3.000 
1964 Sy ayAlt 3.000 
1965 Sig Ass) 3.000 
1966 2.826 2.826 
1967 2.593 Be Ss)5) 
1968 2.445 2.445 
1969 2.385 2.385 
1970 20510 Pay o®) 
1971 2.190 Me NESTS) 
LOFZ 2.024 2.024 
1973 iS eyl 1.932 
1974 iiGrsw es) Lo SHo 
1975 1.866 1. 866 
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Table 11 TOTAL FERTILITY RATES IN CANADA 


Total Fertility 
Rate 


3.95 
3.90 
3.85 
3.80 
SEI 
SaO 
3.65 
3.60 
3155) 
3.50 
3.45 


Total Fertility Rate 


3.40 
35355 
3.30 
3225 
3.20 
Sy 15) 
3.40 
3.05 
3.00 — 
29> 
2.90 
2.85 


2.80 
Pe TES 


2.70 
2265 
2.60 
EOS) 
2.50 
2.45 
2.40 
Py XS) 
2.30 
2.25 
2.20 
Dl 
PMO, 


Extra Population 


(Baby Boom) 


‘“‘Norm’’ = 3.00 


2.05 
2.00 
1.95 
1.90 
1.85 
1.80 
1925 1930 1935 1940 1945 1950 1955 1960 1965 1970 1975 


Calendar Year 
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Table 12 


Estimated Immigration to Canada 


Year of Age in Year of immigration 
birth 1971 1947-51 1952-56 1957-61 1962-66 1967-71 1947-71 
(Thousands ) 
1967-71 0-4 60 60 
1962-66 5-9 48 62 110 
1957-61 10-14 38 54 57 149 
1952-56 15-19 50 42 an! 61 200 
1947-51 20-24 39 Stl 39 50 180 359 
ALL ALL 554 762 690 622 838 3,466 
Table 13 


Extra Population in 1971 Resulting from High Fertility 


in 1945-65 Period (Canada) 


Age in 
1971 


O- 


> 


Total 


Extra population 


Males 


10,344 
S274t 
42,249 
47,357 
50,616 
5Sya2d. 
54,685 
50,799 
52,390 
47,615 
45,527 
44,898 
37,807 
SZ 7252 
24,537 
21,412 
20,469 
19,076 
24,427 
16,243 


28,842 


Females 


10,021 
30,750 
40,541 
45,032 
48,207 
50,940 
51,910 
48,516 
49,773 
45,568 
43,341 
42,956 
36,468 
31,430 
24,263 
21,226 
20,357 
19,148 
23,340 
Le Om, 


701,894 
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OLD AGE SECURITY AND INCOME SUPPLEMENTS 


Financial projections for the federal Old Age Security (OAS) and 
Guaranteed Incane Supplement/Spouse's Allowance (GIS/SA) programs, are 
based on instructions developed by the Ontario Royal Commission in 
co-operation with its various advisers. These projections are based 
entirely on the Commission's "most probable" fertility and economic 
assumptions, and are developed separately for all Canada, Canada less 
Quebec, and Ontario. 


Projected OAS expenditures are set out for each region in the 
tables appearing in Appendix F to the report. The expenditures are 
expressed in terms of absolute dollars, and also as percentages of 
gross national or regional product (GNP) and of applicable contributory 
earnings under Canada/Quebec Pension Plan. In each case, three figures 
are shown: 


1. based on a benefit level frozen at the January, 1979 rate 
(ise., no pre- or post-retirement indexing); 


2. based on a benefit level which increases in line with price 
inflation each year, but which is frozen for each recipient at 
the level in effect at his or her attainment of age 65 (i.e., 
no post-retirement indexing) ; 


3. based on full price indexing before and after retirement. 


Similar tables were developed projecting expenditures for GIS/SPA 
based on certain assumptions developed by Messrs. Powell and Martin of 
the federal Department of Health and Welfare in their paper "Economic 
Implications of an Aging Society in Canada" presented to the National 
Symposium on Aging, October 25-27, 1978. The projections include the 
effect of the increases in GIS and SA benefits which came into effect on 
January 1, 1979. 


General Assumptions 


All figures were derived by year-over-year adjustments to a known 
base, with inflation and population changes factored into all projec— 
tions as follows: 


Inflation 


Inflation was assumed to follow the Commission's most probable 
economic scenario. The "non-indexed" projections of expenditures were 
made by taking inflation as zero. The figures for the "pre-retirement 
indexing only" projections were derived by an approximate adjustment to 
the "fully indexed" results, allowing for the inflation adjustment since 
retirement weighted by population in 5-year age groups. 
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Population 


Population numbers by age group were taken from projections 
using the Commission's most probable fertility and other demographic 
assumptions. 


Old Age Security Projection Method 


The general approach is a modification of that used in the Powell- 
Martin paper, which calculated dollar QAS expenditures in future years 
by multiplying together 


1. The projected population aged 65 and over in each year. 

2. The anticipated OAS benefit level in each year. 

3. An adjustment to convert population numbers to recipients. 
Modifications to this basic approach have been made to allow for: 


- partial OAS payments to immigrants and emigrants after June 30, 
1977, based on years of residence, by an approximate adjustment 
to the age distribution of immigrants and emigrants in the 
underlying population projection; 


- quarterly rather than annual adjustment of the numbers of re- 
cipients and the level of QAS benefit; 


- regional distribution of the 65 and over population. 


After testing the method against actual OAS payouts for Canada in fiscal 
years ending March 31, 1977 and 1978, it was decided to adjust for the 
proportion of the over-65 population actually receiving benefits by 
multiplying by .9923. 


GIS and SA Projection Method 


The 1978 calendar year was taken as the base for projection. As a 
first step, the anticipated total GIS payout in 1978 for Canada, Canada 
less Quebec, and Ontario was estimated as follows: 


- the proportions of the total GIS payout in fiscal 1976-77 repre- 
sented by each region were known. After adjustment for known 
changes in the number of recipients, these proportions were 
applied to the total GIS payout in fiscal 1977-78 to obtain the 
payout for each region in that period; 


- these 1977-78 regional payouts were then extrapolated for nine 
months of inflation, population change, and expected reductions 
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in recipients and real benefits, to obtain the estimated payouts 
by region for calendar 1978. 


Next, an adjustment was made to this 1978 base to recognize the in- 
creased benefits: that will result fran the $20 per month per household 
increase and improved spouse's allowance benefits effective January l, 
1979. The total additional payment in fiscal 1979-80 for this anendment 
was estimated at $290 million for Canada as a whole ina Department of 
Health and Welfare press release dated October 17, 1978. The provincial 
camponents also given in the release were used to adjust the 1978 base 
after appropriate reduction for population and inflation changes. 


The resulting notional 1978 base of total GIS payout insist melons 
was: 


Canada Canada less Quebec Ontario 
Before adjustment for 1/1/79 

changes Le bSZ 800 330 
Adjustment for 1/1/79 changes 235 168 1 


SA benefits were included by adding 11 per cent to the GIS payouts. 
The GIS plus SA payouts in subsequent years were then developed by 
multiplicative adjustments to the 1978 base for: 

1. Inflation. 


2. Changes in the total population in each region aged 65 and 
Over. 


3. Reduction in the proportion of GIS recipients in the 65 and 
over population. 


4. Reductions in the average real benefit payout. 
Assumptions for GIS/SA Projection 
The proportion of the population aged 65 and over Which elcmLes 


ceiving GIS benefits was assumed to reduce each year by the following 
alternative sets of percentages, campounded: 


Powell and Martin Royal Commission 
(Per cent) 
OnbEly 1992. 166 1.0 
1992 and later years 0 a 


Real Benefit Amount 


The average benefit per recipient was assumed to reduce in real 
terms by the following alternative sets of percentages, compounded : 
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Powell and Martin Royal Commission 
Until 1991 1.4 25 
1992 and later years 1.0 0 


Gross National or Regional Product (GNP) 


GNP for Canada was available up to and including the third quarter 
of 1978. Gross provincial products for Ontario and Quebec were avail- 
able up to and including calendar 1977. These were then expressed 
as percentages of the national level per head of the working popula- 
tion taken as the projected male plus female population aged 18 to 64 
inclusive. The calendar 1978 base for each region was then derived by 
adjusting for population change and inflation. This base was then 
projected into the future by including increases for: 


- inflation as under the Commission's most probable economic 
scenario; 


- areal growth rate of 2 per cent per annum, compounded; 

- growth in the working population. 
Contributory Earnings Under CPP and QPP 

CPP earnings were taken from the projection based on the Commis- 
sion's most probable econamic and demographic assumptions. QPP earnings 
were supplied by the Quebec Pension Board based on assumptions in the 
December 31, 1974 report adjusted for the change in the retirement/ 


earnings test. The QPP assumptions are reasonably similar to those used 
by the Commission. 
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NOTES 


(1) 


(2) 
(3) 


(4) 


€5;) 


(6) 


(7) 


(8) 


For details see Department of Insurance, Ottawa, Canada Pension 
Plan Actuarial Report No. 6, as at December 31, 1977, pe 40. This 
report is referred to in the text as "Statutory Actuarial Report 
NO. #603" 


TDids, Ds as oe 


Long-term price, wage, and nominal interest rate forecasts must be 
consistent. The fact that higher inflation rates are associated 
with higher nominal interest rates is perfectly rational, and is 
explained by both borrowers and lenders of funds accepting that 
their loan contract must be ultimately validated in terms of real 
purchasing power. In a similar fashion, money wage changes, and 
price level changes are linking to maintain real purchasing 

power. 


Compare the approach taken in Statutory Actuarial Report No. 6, 
p- 48. 


This section on Fund Accumulation is taken from Statutory 
Actuarial Report Noe. 6, p. 58. 


This section was taken from Statutory Actuarial Report No. 6, 
pp. oSand 59- 


This includes all survivors" pensions except those payable to 
survivors of those actually retired. 


Includes continuation to survivors. 
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Selected Tables from the Royal Commission’s Projections 


Appendix 


Appendix 


Appendix 


Appendix 


Appendix 


Appendix 


Appendix 


Population Projections 
Dependency Ratios 


Canada Pension Plan Projected 
Contributions and Expenditures 


Canada Pension Plan Fund Analysis 


Comparison of Royal Commission 
projections with Statutory Actuarial 
Report No. 6 on the Canada Pension 
Plan as at December 31, 1977 


Old Age Security, Guaranteed Incane 
Supplement and Spouse's Allowance 
Projected Expenditures 


Selected Canada Pension Plan 
Projections, Canada less Quebec, based 
on high economic and low/low fertility 
assumptions. 
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250 


255 


272 


291, 


303 


310 


APPENDIX A — POPULATION PROJECTIONS 


(All based on the Royal Commission's most probable fertility and 
immigration assumptions. ) 


Appendix A-1 Population, Canada, 1970-2050, Males 243 

A-2 Population, Canada, 1970-2050, 

Females 244 
A-3 Population, Canada Less Quebec, 

1970-2050, Males 245 
A-4 Population, Canada Less Quebec, 

1970-2050, Females * 246 
A-5 Population, Ontario, 1970-2050, 

Males 247 
A-6 Population, Ontario, 1970-2050, 

Females 248 
A-7 Total population Canada, Canada Less 

Quebec, Ontario 1970-2050, Males and 

Females Combined 249 
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APPENDIX B — DEPENDENCY RATIOS 


(Unless otherwise stated ratios use the Royal Commission's population 
projections based on its most probable fertility and immigration 
assumptions) 


Appendix B-l Dependency Ratios, Canada, 1975-2050 252 
B-2 Dependency Ratios, Canada Less 
Quebec, 1975-2050 257, 
B-3 Dependency Ratios, Ontario, 
1975-2050 255 
B-4 Dependency Ratios, Canada Less 


Quebec, Four Fertility Assumptions, 

Males and Females Combined, 

Comparison of ages 65 + to ages 

20-64 and ages 0-19 to ages 20-64 254 
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APPENDIX C — CANADA PENSION PLAN PROJECTED CONTRIBUTIONS AND 
EXPENDITURES 


(Unless otherwise stated all tables are for Canada less Quebec and are 
based on the Royal Commission's most probable fertility and economic 
assumptions. ) 


Appendix C-1 Expenditures as a Percentage of 
Contributory Earnings, Selected 

Years, G19 78ator2050 257 
C-2 Comparison of Expenditures as a 


Percentage of Contributory Earnings, 
Selected Years, 1978 to 2050, 

Various Fertility and Econamic 

Assumptions 258 


C=3 Relationship of Expenditures as a 
Percentage of Contributory Earnings 
for Various Economic and Fertility 
assumptions to Most Probable 
Economic and Fertility Assumptions 259 


C-4 Expenditures as a Percentage of 
Contributory Earnings with breakout 
for Retirement Benefits, Disability 
Benefits, and Survivor Benefits, 
with and without Indexing, Annually, 
1978 to 2050 260 


C-5 Contributory Earnings and 
Expenditures in Millions of Dollars, 
Selected Years, 1978 to 2050 263 


C-6 Contributory Earnings and 
Expenditures in Millions of Dollars, 
Annually, 1978 to 2050 264 


C-7 Comparison of Expenditures in 
Millions of Dollars and as a 
Percentage of Contributory Earnings 
Based on Most Probable Fertility and 
Most Probable and High Econamic 
Assumptions 267 


255 


C-8 


C-10 


C-]1 


Comparison of Expenditures in 
Millions of Dollars and as a 
Percentage of Contributory Earnings 
Based on Most Probable Econamic and 
Most Probable and Low/Low Fertility 
Assumptions, Selected Years 


Comparison of Population, Projected 
Expenditures, Fund Size, Unfunded 
Actuarial Liability, and Pay-go 
Contributions, between Canada Less 
Quebec, and Ontario, 1975-2050 


Comparison of Entry Age Normal Costs 


and Allocation of Initial Assets, 
between Canada Less Quebec, and 
Ontario 


Comparison of Unfunded Liabilities 
and 50-Year Liquidation Percentage 
between Canada Less Quebec, and 
Ontario, Based on Canadian and 
Ontario Investment Rates of Return 


256 


268 


269 


270 
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Relationship of Canada Pension Plan Expenditures as a 


Percentage of Contributory Earnings for Various Economic 


and Fertility Assumptions to Most Probable Economic and 
Fertility Assumptions, Canada Less Quebec, 1978-2050 


Assumptions 
Econanic: 
Fertility: 


1978 
1980 
1990 
2000 
2010 
2020 
2030 
2040 
2050 


1.000 
1.000 

-998 
1.016 
Ou 
1.098 
1.145 
1.184 
PeiZ2 


1.000 
1.000 

-998 
1.010 
1.044 
1.046 
1.058 
1.062 
1.005 


Most probable 


Low/Low Low High 


1.000 
1.000 
1.002 
- 986 
945 
~926 
915 
-909 
-966 


Low 


Most probable 


~992 

997 
TeOLS 
1.009 
1.006 
1.004 
1.004 
1.006 
1.007 


Appendix C-3 


High 
Most probable 


1.004 
1.010 
94] 
976 
987 
eee} 
Be eys 
299l 
- 988 


Source Data prepared for the Royal Commission on the Status of Pensions 


in Ontario. 
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Appendix C-6 


Canada Pension Plan Contributory Earnings and Expenditures in Millions of Dollars, 


Canada Less Quebec, 1978-2050 
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Canada Pension Plan, Comparison of Population, 
Expenditures, Fund Size, Unfunded Actuarial 
Liability, and Pay-go Contributions, Canada 
Less Quebec, and Ontario, 1975-2050 


Ratio of Ontario 


Appendix C-9 


Canada to Canada 
less Quebec Ontario less Quebec 
(Thousands ) 
Male population 
1975 8, DLT 4,213 49 
2000 11,861 Syeval/ 49 
2025 14,498 7,140 -49 
2050 16732) 8,110 aU 
Female population 
1975 8,449 4,219 #50 
2000 11,987 5,900 49 
2025 14,884 WeocO 49 
2050 16,915 8,388 Bou 
Projected expenditures (Billions of dollars) 
1978 1.4 at) 250 
2000 22.4 ee) 5 
2025 180.8 91.0 <0 
2050 945.5 472.8 -50 
india! ftund,) Dec. 315, 0977 16 6.9 oS) 
Dec. 31, 1977 unfunded 
actuarial liability 
(entry age normal) Neg & 47.5 48 
Pay-go contributions (Percentage of expenditures) 
1978 BENS 2.41 102 
2000 Soe 6.07 1.06 
2025 8.83 8.89 i, Ow 
2050 9.45 9235 «99 


*_. En Bd ee See PS Be ee a ee ee eS 

Source Data prepared for the Royal Commission on the Status of Pensions 
in Ontario, using the Commission's most probable economic and 
fertility assumptions. 
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Canada Pension Plan, Comparison of Entry Age Normal Appendix C-10 
Costs and Allocation of Initial Assets, Canada Less 
Quebec, Ontario 


eee ee ee ee Se —— ee 


Ontario 
Canadian Ontario 
Canada investment investment 
Entry age normal costs(a) less Quebec rate of return rate of return 
(Per cent) 

Retirement 

Non-indexed benefit 5.06 5208 4.49 

Indexing cost 2209 210 St 

Total Tes) ald 6.30 
Welfare - Non-indexed benefit 

Disability <30 236 236 

Survivor VeOS 1.04 93 

Total 1.43 e42 be29 
Welfare - Indexing cost 

Disability 14 14 ALTE 

Survivor 84 O72 sie 

Total 98 so7 Bo) 
Total 

Non-indexed benefit 6.49 6.50 5s 

Indexing cost 3507 3207 2.66 

Total 9.56 9.57 8.45 
Initial funds (Billions of dollars) 

Retirement Oe Bes bee 

Welfare Leo Jeet 6 

Total 1226 6.9 6.9 


a Excludes expenses which equal .1 per cent of contributory earnings. 
Source Data prepared for the Royal Commission on the Status of Pensions in 


Ontario, using the Commission's most probable economic and fertility 
assumptions. 
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APPENDIX D — CANADA PENSION PLAN FUND ANALYSIS 


(Unless otherwise stated the basis for the Table is Canada less 
Quebec and the Royal Commission's most probable fertility and 
economic assumptions) 


Appendix D-1 Comparison of Contribution Rates And 
Fund as a Multiple of Benefits for 
Funds *A,- B; and ©, Selected Years OM fe 


D-2 Comparison of Contribution Rates and 
Fund as a Multiple of Benefits for 
Funds D, E, and F, Selected Years 276 


D-3 Benefits and Expenses, 
Contributions, Cash Flow, Interest 
and Fund Size for Funds A, B, and C 
with contribution rates for Funds B 
and C, Annually, 1978 to 2050 27) 


D-4 Benefits and Expenses, 
Contributions, Cash Flow, Interest 
and Fund Sizes for Funds D, E, and F 
with contribution rates for 
Fund D - Entry Age Normal Funding 
Fund E —- Retirement Benefits entry 

age normal, balance pay-go 
Fund F — Non~indexed Retirement 
Benefits entry age normal, 
balance pay-go 
Annually, 1978 to 2050 280 


D-5 Comparison of Contribution Rates for 
Fund D, entry age normal funding, 
Four Fertility and Three Economic 
Assumptions, Selected Years 283 


D-6 Comparison of Entry Age Normal 
Costs, Unfunded Liabilities and 
Fifty-Year Amortization Percentages 
of Unfunded Liabilities, with 
breakdown of Retirement Benefits, 
indexed and non-indexed, and Welfare 
Benefits, indexed and non-indexed, 
Four Fertility and Three Econanic 
Assumptions 284 


272 


D-7 


D-8 


D=9 


D-10 


D-11 


D-12 


p15 


D-14 


D=-15 


Comparison of Contribution Rates and 
Fund as a Multiple of Benefits for 
Funds A, B, and C, with Population 
Reduced to Eliminate the Baby Boan 


Comparison of Expenditures as a 
Percentage of Contributory Earnings, 
Most Probable Economic Assumptions 
with Variance of +5% and -5% in Real 
Growth of Earnings 


Fund A, with and without Earnings 
Test 


Comparison of Expenditures as a 
Percentage of Contributory Earnings, 
Fund B, with and without Earnings 
Test 


Comparison of Expenditures as a 
Percentage of Contributory Earnings, 
Fund C, with and without Earnings 
Tese 


Fund D, Entry Age Nommal Costs, 
Allocation of Initial Assets and 
Unfunded Liabilities, with and 
without Earnings Test 


Financial Effect of Baby Boom on 
Critical years, Fund A 


Comparison of Expenditures as 
Percentages of Contributory Earnings 
and Fund as a Multiple of 
Expenditures, including and 
excluding the Baby Boon population, 
Fund B, Canada less Quebec and 
Ontario 


Comparison of Expenditures as 
Percentages of Contributory Earnings 
and Fund as a Multiple of 
Expenditures, including and 
excluding the Baby Boom population, 
Fund C, Canada less Quebec and 
Ontario 
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285 


286 


287 


288 


289 


290 


291 


292 


293 


D-16 Stipulated Contribution Rate Example 
3.6% to 1985; .2% increase yearly 
thereafter to 2000; constant at 8% 
thereafter 294 
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Canada Pension Plan, Comparison of Expenditures Appendix D-8 
as a Percentage of Contributory Earnings, Using 

Most Probable Economic and Fertility Assumptions 

and Variations in Real Growth in Earnings, 1978-2050 


Assumptions Most Most probable Most probable 
Economic: probable me Deer cone +.5 per cent 
(Per cent) 

1978 2-30 Zo 2530 
1980 2.86 Zea 2235 
1990 4.61 AST 4.45 
2000 52/3 6.01 5.47 
2010 6.34 6.67 6.04 
2020 8.08 8.49 6.84 
2030 9.28 9.78 8.82 
2040 8.87 9.41 8.38 
2050 9.45 10.01 SEES 


An 4 gpd) ces SE oe ee ee ee 
Source Data prepared for the Royal Commission on the Status of Pensions 
in Ontario. 
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Canada Pension Plan, Fund A,(a) with and Appendix D-9 
without Earnings Test, Canada less Quebec 


Without earnings test With earnings test 


Year cash flow first 
negative 1986 1986 


Year interest first required 
from provinces (maximum 


fund) 1992 1993 


Year fund first becomes 
negative 2001 2003 


a Contributions continue to be 3.6 per cent of contributory earnings. 
Source Data prepared for the Royal Commission on the Status of Pensions 


in Ontario, using the Commission's most probable fertility and 
econamnic assumptions. 
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Canada Pension Plan, Comparison of Expenditures as Appendix D-10 
a Percentage of Contributory Earnings, Fund B,(a) 

with and without Earnings Test, Canada 

Less Quebec, 1978-2050 


ee 
Without earnings test With earnings test 


Year cash flow first 
set to zero 1986 1986 


Pay-go contributions in 
subsequent years, as 
percentage of contributory 
earnings 

1990 4.61 
2000 sew (3) 
2010 6.34 
2020 8.08 
2030 9.28 
2040 8.87 
2050 9.45 


Fund as multiple of benefits 
1990 4.7 
2000 Ba 
2010 Sel 
2020 2.4 
2030 jek 
2040 ed 
2050 2.0 


Pe ee a se 


a Cash flow is not to be negative. 
Source Data prepared for the Royal Commission on the Status of Pensions 


in Ontario, using the Commission's most probable fertility and 
economic assumptions. 
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Canada Pension Plan, Comparison of Expenditures as Appendix D-11 
a Percentage of Contributory Earnings, Fund C,(a) 

with and without Earnings Test, Canada Less 

Quebec, 1978-2050 


Without earnings test With earnings test 


Year cash flow first 
negative 1986 1986 


Year cash flow, when negative, 
equals fund interest (fund 
remains stable) 1992 1998 


Pay-go contributions in 
subsequent years as a 
percentage of contributory 


earnings 
2000 5207 4.83 
2010 6.05 5.80 
2020 7.92 ifessys) 
2030 9.19 8.84 
2040 8.83 Skola// 
2050 9.43 9.06 


Fund as multiple of benefits 


2000 1.61 1.84 
2010 od 81 
2020 - 30 34 
2030 14 «16 
2040 -08 09 
2050 04 04 


a Cash flow not greater than interest when negative. 
Source Data prepared for the Royal Commission on the Status of Pensions 


in Ontario, using the Commission's most probable fertility and 
economic assumptions. 
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Canada Pension Plan, Entry Age Normal Costs, Allocation Appendix D-12 
of Initial Assets and Unfunded Liabilities, with and 
without Earnings Test, Canada Less Quebec, 1980-2029 


Ee ie ee Ee ee 
Entry age normal costs(a) Without earnings test With earnings test 


(Per cent) 
Retirement 
Non-indexed benefit 5206 4.97 
Indexing cost 2209 Lo 
Total Feds: 6.94 
Welfare - non-indexed benefit 
Disability 20 Bots! 
Survivor 1305 1607 
Total eras Le45 
Welfare - indexing cost 
Disability 14 14 
Survivor 84 83 
Total 98 ol 
Total 
Non-indexed benefit 6.49 6.41 
Indexing cost oe OW 2.94 
Total (a) 9.56 9755 
Initial funds (Billions of dollars) 
Retirement SIRI 9.6 
Welfare Pag) 330 
Total 12.6 12.6 


Unfunded liabilities and fifty-year liquidation costs(b) 
(Billions (Billions 


of dollars) (Per cent) of dollars) (Per cent) 


Retirement 
Non-indexed benefit Ages lipvete: 45.0 js 
Indexing cost ZOE 769 21.6 #62 
Total Tie. 0 Ze07 66.6 92 
Welfare 
Non-indexed benefit hb #2 44 isret 44 
Indexing cost 12.4 230 lan 9 34 
Total 2166 -80 210 She 
Total 
Non-indexed benefit 6225 ee o2 60.1 Lo 
Indexing cost 861 105 85.5 -96 
Total 98.5 Date 93.6 Path) 


a Excludes expenses which equal 1 per cent of contributory earnings. 
b Contribution rate as percentage of contributory earnings required to 
liquidate unfunded liability over fifty-year period from 1980 to 2029. 
Source Data prepared for the Royal Commission on the Status of Pensions 
in Ontario, using the Commission's most probable fertility and 
economic assumptions. 
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Canada Pension Plan, Financial Effect of Baby Boom Appendix D-13 
on Critical Years, Fund A,(a) Canada Less Quebec 


Total population Excluding baby boom 


Year cash flow first 
negative 1986 1984 


Year interest first 
required from provinces 
(maximum fund) 1992 1989 


Year fund first becomes 
negative 2001 1999 


a Contributions continue to be 3.6 per cent of contributory earnings. 
Source Data prepared for the Royal Commission on the Status of Pensions 


in Ontario, using the Commission's most probable fertility and 
economic assumptions. 
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APPENDIX E — COMPARISON OF ROYAL COMMISSION PROJECTIONS WITH STATUTORY 
ACTUARIAL REPORT NO. 6 ON THE CANADA PENSION PLAN AS AT 
DECEMBER 31, 1977 


Appendix E-1 Comparison of Economic, Fertility 
and Immigration Assumptions of the 
Department of Insurance and the 
Royal Commission 298 


E-2 Comparison of the Department of 
Insurance and the Royal Commission 
Projections of CPP Expenditures, 
Expressed as Percentages of 
Contributory Earnings 299 


E-3 Comparison of Various Items 
Developed by the Department of 
Insurance and the Royal Commission 
for CPP Financial Projections 300 


E-4 Fund C as Developed By the Royal 
Commission, Using Alternative 
Assumptions, Canada less Quebec, 
Four Fertility Assumptions and Three 
Economic Assumptions, Selected 
Years 301 


E=5 Comparison of Fund C developed by 
the Royal Commission on its Most 
Probable Assumptions, with Various 
Alternatives Developed by the 
Department of Insurance 302 
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Canada Pension Plan, Comparison of Department of Appendix E=-2 
Insurance and Royal Commission Projections of 

Expenditures as a Percentage of Contributory 

Earnings, Canada Less Quebec, 1978-2050 


Ratio of column 2 


Department of Insurance Royal Commission to column 1 
(1) (2) (3) 
(Per cent) 

1978 PUEYs: 2.50 sie 
1980 2.90 2.86 Seles 
1990 4.57] 4.61 1009 
2000 D653 258 1.036 
2010 6.20 6.34 e023 
2025 8.62 8.83 1.024 
2030 9.09 9528 PO 
2050 8.76 9.45 1.079 


Source Department of Insurance, "Canada Pension Plan Statutory 
Actuarial Report No. 6 as at December 31, 1977," and data 
prepared for the Royal Commission on the Status of Pensions in 
Ontario using the Commission's most probable fertility and 
economic assumptions. 
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Canada Pension Plan, Comparison of Financial Appendix E-3 
Projections by Department of Insurance and the 

Royal Commission, Various Items, Canada Less 

Quebec, 1980-2050 


Ratio of 
Royal Department Column 1 to 
Conmission of Insurance Column 2 
(1) (2) (3) 
Population -— males (Thousands ) 
1980 9,165 9,128 1.004 
2000 ilteteul 2702 984 
2025 14,498 15,464 o93¢ 
2050 Vora 2a 18,743 207%: 
Population - females 
1980 9,146 9,103 L005 
2000 11,987 2756 -986 
2025 14,884 15,794 942 
2050 167915 OF 25 L oto, 
Projected expenditures (Billions of dollars) 
1978 1.4 1.4 1.00 
2000 222A 18.4 ie 22 
2025 180.8 HS 55:0 50 
2050 945.5 636.2 1.49 
Pay-go contributions (Percentage of contributory earnings) 
1978 2250 Jie She woo2 
2000 etl D555! NOES 
2025 8.83 Sis ey 1.024 
2050 9.45 8.76 1.079 
Entry age normal costs eo 8.04 eck 
Unfunded actuarial liability, (Billions of dollars) 
December 31, 1977 O85 sya.) eed 


Source Department of Insurance, "Canada Pension Plan Statutory 
Actuarial Report No. 6 as at December 31, 1977," and data 
prepared for the Royal Commission on the Status of Pensions in 
Ontario using the Commission's most probable fertility and 
economic assumptions. 
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APPENDIX F — OLD AGE SECURITY, GUARANTEED INCOME SUPPLEMENT AND SPOUSE'S 
ALLOWANCE PROJECTED EXPENDITURES 


(All based on the Royal Commission's most probable fertility, 
immigration and economic assumptions) 


Appendix F-1 QAS Expenditures Projected for 
Canada, 1979-2050, Selected Years, 
in Millions of Dollars, Percentage 
of GNP, and Percentage of CPP/QPP 
Contributory Earnings 304 


F-2 QAS Expenditures Projected for 
Canada Less Quebec, 1979 -2050, 
Selected Years, in Millions of 
Dollars, Percentage of GNP, and 
Percentage of CPP Contributory 
Earnings 305 


F-3 QAS Expenditures Projected for 
Ontario 1979-2050, Selected Years, 
in Millions of Dollars, Percentage 
of Gross Provincial Product, and 
Percentage of Ontario's CPP 
Contributory Earnings 306 


F-4 Guaranteed Incane Supplement and 
Spouse's Allowance Expenditures 
Projected for Canada, 1979-2050, 
Selected Years, in Millions of 
Dollars, Percentage of GNP, and 
Percentage of CPP/QPP Contributory 
Earnings 307 


F-5 Guaranteed Incane Supplement and 
Spouse's Allowance Expenditures 
Projected for Canada Less Quebec, 
1979-2050, Selected Years, in 
Millions of Dollars, Percentage of 
GNP, and Percentage of CPP 
Contributory Earnings 308 


F-6 Guaranteed Income Supplement and 
Spouse's Allowance Expenditures 
Projected for Ontario, 1979-2050, 
Selected Years, in Millions of 
Dollars, Percentage of Gross 
Provincial Product, and Percentage 
of Ontario's CPP Contributory 
Earnings 309 
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APPENDIX G - SELECTED CANADA PENSION PLAN PROJECTIONS, CANADA LESS 
QUEBEC 


(Based on the Royal Commission's high economic and low/low fertility 
assumptions. ) 


Appendix G-l Comparison of Expenditures in 
Millions of Dollars and as a 
Percentage of Contributory Earnings 
(see Appendix C-7 for comparison) Si2 


G-2 Comparison of Entry Age Normal 
Costs, Unfunded Liabilities and 
Fifty-year Amortization Percentages 
of Unfunded Liabilities, Various 
Assumptions, Canada less Quebec, 
1980-2029 S13 


G-3 Benefits and Expenses, 
Contributions, Cash Flow, Interest 
and Fund Size for Funds A, B, and C 
with Contribution Rates for Funds B 
and C, Annually 1978 to 2050 (see 
Appendix D-3 for comparison) 314 


G-4 Benefits and Expenses, 
Contributions, Cash Flow, Interest 
and Fund Size for Funds D, E, and F 
with Contributions Rates for 
Fund D - Entry Age Normal Funding 
Fund E - Retirement Benefits Entry 

Age Normal, Balance Pay-go 
Fund F — Non-indexed Retirement 
Benefits Entry Age Normal, 
Balance Pay-go 
Annually, 1978 to 2050 (see Appendix 


D-4 for comparison) 317 
G-5 Financial Effect of Baby Boom on 

Critical Years, Fund A (see Appendix 

D-14 for canparison) 320 
G-6 Comparison of Expenditures as 


Percentages of Contributory Earnings 

and Fund as a Multiple of 

Expenditures, Including and 

Excluding the Baby Boom Population, 

Fund B, Canada less Quebec (see 

Appendix D-15 for comparison) Spal 


310 


Comparison of Expenditures as 
Percentages of Contributory Earnings 
and Fund as a Multiple of 
Expenditures, Including and 
Excluding the Baby Boon Population, 
Fund C, Canada less Quebec (see 
Appendix D-16 for comparison) 


OAS Expenditures Projected for 
Canada, 1979-2050, Selected Years in 
Millions of Dollars, Percentage of 
GNP, and Percentage of CPP/OQPP 
Contributory Earnings 


Guaranteed Income Supplement and 
Spouse's Allowance Expenditures 
Projected for Canada, 1979-2050, 
Selected Years in Millions of 
Dollars, Percentage of GNP, and 
Percentage of CPP/QPP Contributory 
Earnings 
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32:9 


Canada Pension Plan, Financial Effect of Baby Boom on 
Critical Years, Fund A,(a) Canada less Quebec Appendix G-5 


Total population Excluding baby boom 


Year cash flow first negative 1986 1984 
Year interest first required 

from provinces (maximum 

fund) 1992 1991 
Year fund first becomes negative 2001 1999 


a Contributions continue to be 3.6 per cent of contributory earnings. 
Source Data prepared for the Royal Commission on the Status of Pensions 


in Ontario, using the Commission's low/low fertility and high 
economic assumptions. 
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Canada Pension Plan, Comparison of Expenditures 

as Percentages of Contributory Earnings, and the Fund 

as a Multiple of Expenditures, Fund B,(a) Including 

and Excluding the Baby Boom, Canada Less Quebec Appendix G-6 


Canada less Quebec 
Total population Excluding baby boom 


Year cash flow first set to zero 1986 1984 


Pay-go contributions in 
subsequent years, as 
percentage of contributory 


earnings 
1990 4.32 4.65 
2000 5.68 aril hs 
2010 6. 71 7.34 
2020 8.81 8299 
2030 10.56 10.07 
2040 10.40 TOS 39 
2050 10.48 101s 335) 


Fund as multiple of benefits 


990 4.30 4.02 
2000 3.26 3.06 
2010 2 Ol PID) 
2020 2.08 Ze0d 
2030 Me Ths, 1.89 
2040 1.84 1.87 
2050 1.87 91 


a Cash flow is not to be negative. 
Source Data prepared for the Royal Commission on the Status of Pensions 


in Ontario using the Commission's low/low fertility and high 
economic assumptions. 
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Canada Pension Plan, Comparison of Expenditures 

as Percentages of Contributory Earnings, and the Fund 

as a Multiple of Expenditures, Fund C,(a) Including 

and Excluding the Baby Boom, Canada Less Quebec Appendix G-7 


Canada less Quebec 


Total population Excluding baby boom 


Year cash flow first negative 1986 1984 


Pay-go contributions in 
subsequent years, as 
percentage of contributory 


earnings 
2000 5s 02 Shoe, 
2010 6.45 hell 
2020 8.69 8.89 
2030 10.50 TOS02 
2040 103338 10337 
2050 10.47 O32 


Fund as multiple of benefits 


2000 1.28 1.01 
2010 - 46 sof 
2020 =L6 es) 
2030 -06 ~05 
2040 ~03 ~02 
2050 OL O01 


a Cash flow not greater than interest when negative. 
Source Data prepared for the Royal Commission on the Status of Pensions 


in Ontario using the Commission's low/low fertility and high 
economic assumptions. 
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history, 1-16, 20-22 
indexing, 10, 48, 69, Tee 28 
portability, 2576 26509110 
Year's Basic Exemption (YBE), 
14,526, 218 
Canadian Labour Congress (CLC), 
Ti pls2-N23 A DAr. 125-107 
Child-rearing dropout. pee CPP 
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Dependency ratios, 45-52, 158 
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Fertility. See Demography 
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Migration. See Demography 

Ministry of Treasury, Economics 
and Intergovernmental Affairs 
(Ontario) (TEIGA), 93, 72, 
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Mortality. See Demography 
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Old Age Security (OAS); 317 27052, 
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422) Hi24, 125, 1128 elo Oenioa, 
1327 SS ela; LO2y toils 
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Ontario Municipal Employees 
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Participation rates, 218, 219 

Pay-go. See Pay-as~-you-go under 
CPP, funding 

Pension Benefits Act (Ontario), 
Dagens 

Pensionable earnings, 124 

Pension Appeals Board, 134-135 

Private pension plans. See 
Employment pension plans 

Provincial Universal Retirement 
System (PURS), 141 

Public pension plans. See CPP, 
OAS, QPP, Social Security 


Quebec Pension Plan (QPP), 8-10, 
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Registered Retirement Savings 
Plan (RRSP), 184 


Retirement age, 63, 128-131 


Savings, 169-177. See also CPP, 
effect on personal savings, 
and impact of social security 


Fanancing, «17-9 


and the life-cycle hypothesis, 


177, 179-182 
Social security, 161-163, 
benefits, 32, 128-129 


disability, 2 


184-188 
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supplemental, 28, 32, 
236-239 
survivor, 2 
funding, 55-56, 161, 179-182 
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Welfare. See Social security, 


benefits, supplemental 
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